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Coming—Are you one of those partners 
or proprietors who on the night before ihe 
tax deadline has sighed, ‘‘Oh, to be taxed 
as a corporation'’? There is a new pro- 
vision which can grant your wish—but 
read what two professors have to say: 
John T. McNaughton of Harvard (‘‘To Be 
Taxed as a Corporation’) and Carl L. 
Moore of Lehigh (‘Should Your Business 
Be Taxed as a Corporation?’’). 


There is a tax bargain counter and the 
sign on it reads ‘‘Contributions."’ Its sig- 
nificance is reviewed by Alfred P. Koch. 


Other profitable articles for the practitioner 
in coming issues will discuss such subjects 
as gifts (by Albert Mannheimer), long-term 
contracts (by Stanley P. Wagman), copy- 
rights (by Harriet F. Pilpel) and patents 
(by William H. Pavitt, Jr.). 
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Tus magazine is published 
to promote sound thought In 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest. reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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Court... 


Administrative... 


FEDERAL 
TAXES 


THe ESTATE TAX deduction of property 
previously taxed in the estate of another decedent has had a 
rugged history. Now the Tax Court indicates by Ackley, CCH 
Dec. 20,812, 23 TC —, No. &, that it will follow Central Hanover 
Bank and Trust Company v. Commissioner, 47-1 ustc { 10,537: 
“However, despite what we have said in times past, we are now 
satisfied that all that Congress intended to exempt from tax was 
so much of a prior decedent’s net estate as might be identified in 
the estate of a subsequent decedent who died within 5 years.” 


In the Ackley case, two brothers were in business. The last 
brother to die was the sole legatee of his previously deceased 
brother's estate. The question was how to value the deduction, 
and the Tax Court held that the deduction for previously taxed 
property, to which the last to die is entitled, is limited to the net 
value of the estate of the first to die, after deduction for debts, 
federal estate tax and state inheritance tax. 


r 

Puts MAN really had his “casualties”: Part 
of his furniture was lost in transit. On a trip the fuel pump on 
his car was damaged and he had to go home by bus; later, the 
muffler blew off, and a child pressed the starter button while the 
motor was running and broke the starter. Then lightning struck 
and killed one of his trees, and a plowman plowed up the septic 
tank and broke the water line. The Tax Court was sympathetic. 

Leet, CCH Dec. 20,826(M), 14 TCM 39. 


A TAXPAYER had signed a pledge to a 
religious order of $1,000. When he died, the pledge was unpaid. 
There was no provision in his will for the pledge. The religious 
order filed against the estate a proof of claim, which was not 
contested and was paid by the estate. The Tax Court disallowed 
the payment because it was not established that the claim was a 
legal obligation of the estate. ‘The test of enforceability 


is a question of locallaw. . . . a promise to make a gift unsup- 
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ported by consideration is unenforceable .... The fact that 
the probate court allowed the claim . . . is not controlling 
[where] decedent’s estate did not contest the claim.”— 


Sochalski, CCH Dec. 20,837(M), 14 TCM 72. 


A TAXPAYER who conducted his business 
as a sole proprietor deducted, to obtain net taxable income, a 
salary he paid himself and interest paid to himself on money 
borrowed from him by the business. These deductions were dis- 
allowed by the Tax Court: “There is no justification for the 
deductions taken.”—Hand field, CCH Dec. 20,810, 23 TC —, No. 83. 


Here is a decision of interest to orchard 
owners. It is a split decision and presents interesting reasoning. 
A freeze destroyed the fruit trees. The cost of removing the dead 
trees is about $75 per acre. The taxpayer claimed and won a 
loss deduction for both land and trees. The dissent asks: If the 
cost of planting the trees is a business expense deduction, wouldn't 
the cost of removing the dead trees be a business expense deduc 
tion? And an alternate suggestion: “Since removing the trees 
was so proximately related to the casualty (freezing of the 
trees) it might be deducted as a casualty loss over and above the 
loss of the trees.” Looks like you're offered three ways of treat 
ing such losses: the one by the majority, that is, a casualty loss 
for land measured by value of land before and after the freeze, 
and the two ways suggested in the dissent.—Knapp, CCH Dec. 
20,832, 23 TC —, No. 93. 


‘ 

[Tue MERE DISAPPEARANCE of a wallet 
does not entitle a taxpayer to a theft deduction. Neither can he 
deduct as a business expense the cost of maintaining his hearing 


aid.— Bakewell, CCH Dec. 20,845, 23 TC —, No. 101. 


R ETIREMENT CREDITS in a pension 
trust are taxable income—the credits were used to buy an annuity 
contract.—Emstein, CCH Dec. 20,814(M), 14 TCM 19. 


| : BRS He ; 
U PON THE DEATH of an employee, his 
employer paid to his widow his weekly salary for about five 
months, and then, for a period of about five and one-half years, 


paid two thirds of the employee’s salary to the widow. These 
payments were taken as a deduction by the employer. The pay 
ments for the first three years following the death of the employee 
were allowed as deductions, although there was no contractual 
obligation to pay the widow any amount of money. The regula 
tions state that the amount of salary paid to a widow for a 
limited period after the death of an employee is deductible, and 
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the court held that to permit the deductions of these payments 
beyond three years would be an unwarranted extension of “lim- 
ited period.” —Swan, CCH Dec. 20,857(M), 14 TCM 105. 


ry” 

| O ESTABLISH a right to a dependency 
deduction for an aged person, it must be shown that he who seeks 
to take the deduction furnished more support than the dependent 
derived from old-age security payments. The term “support” 
includes board, lodging, clothing, medical and dental care, enter 
tainment and recreation, and other items which contribute to the 
happiness and well-being of the dependent. Where the dependent 
is being supported at the taxpayer’s home, depreciation on the 
home and furnishings cannot be allowed in computing the amount 
of support since depreciation is not an expense. It is allowed 
as a deduction to build a fund to replace property used in a trade 
or business, A home is, ordinarily, not such a place. Payments 
on the mortgaged home are not expenses either, since they build 
the owner’s equity.—Maclean, CCH Dec. 20,862(M), 14 TCM 117. 
Another case involving the recipient of old-age security and 
the dependency deduction is Gosselin, CCH Dec. 20,860(M), 14 

TCM 116. 


ray 

l HE Commissioner will continue to treat as 
ordinary income the payments received by an inventor during the 
taxable years between May 31, 1950, and January 1, 1954, from 
assignment or exclusive license or from a pact. Capital gains 
treatment begins after December 31, 1953.—Rev. Rul. 55-58. 
A new form, 2120, a multiple support agreement, has just 
been issued. It must be signed by everyone who contributes 
toward the support of a dependent. It’s an agreement not to 
claim the dependency credit. The form is to be filed by the tax- 
payer who does claim the dependency. . . . A new circular 
describes tax treatment of losses resulting from hurricane Hazel 
and her windy sisters. Only losses to property may be deducted 
under the casualty loss provision. Expenses for personal injuries, 
temporary lights, fuel, moving or renting temporary quarters 

are not deductible. 


W HEN due dates for filing excise or em 
ployment tax returns, or for making deposits, fall on a Saturday, 
Sunday or legal holiday, the filing or the payments may be made 
on the next succeeding business day.—Rev. Rul. 55-83. 
When an unincorporated business is sold, the seller may allocate 


part of the proceeds to the business records and treat this amount 

as a capital gain. The ruling doesn’t indicate just what type of 

records constitute capital assets or how to determine their value. 
Rev. Rul. 55-79. 
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The Congress 
A glance through the first 3,000 bills in- 
troduced in the House of Representatives, 
Eighty-fourth Congress, reveals 51 dealing 
with income tax amendments. Most of the 
bills introduced are for relief of special groups 
invalids, 


scoutmasters—or are for special 


purposes—wearing of wigs—rather than being 
Many of these, as 
you will see from the list below, propose in- 
creasing personal exemptions. All of these 
tax bills are referred to the Committee 
on Ways and Means, where they will be 
collated, integrated, rejected or “blessed” 
with committee approval. It 


technical amendments. 


is too early 
to make a guess as to the nature and extent 
of changes. Although there is considerable 
relief for the individual 
relief seems a remote 

The following paragraphs give the 
lights of 51 bills dealing the 
income tax 

a. mae cent to 
10 per cent the amount which corporations 
may deduct for tax purposes for charitable 
contributions 

ee es eS 
board 

H. R. 16. To 


Internal 


pressure tor tax- 


payer, stich 
bility. 


high 


pe SSI . 


with 


To increase from 5 pet 


establish a tax settlement 


repeal provisions of the 
Code of 1954 granting 


special income tax treatment for dividends 
received by 


Revenue 


individuals, and increasing the 
amount of each personal exemption allowed 
H. R. 24. To 


come 


increase the personal in 


tax exemptions of a taxpayer for him 
self and his spouse, to raise exemptions for 
old age or blindness from $600 to $1,000, 
and to increase the exemption for a de 
from $600 to $800 

a Bm ao. 19 
vide financial security 


pendent 


individuals to 
upon 


assist pro- 
retirement and 
to make provisions for surviving members 
of their families by 
tax reduction 


nuity and life 


allowing an income 
for premiums paid on an- 
insurance contracts. 


Washington Tax Talk 


Scoutmasters .. . 
Dependents .. . 


Invalids . . . Wigs 


_ Washington Tax Talk 


H. R. 43. To provide for a tax on divi- 
dends, cooperative corporations, mutual in 
surance companies and others. 


H. R. 55. To provide an additional ex 
emption for income tax purposes in the case 
of scoutmasters 


H. R. 134. To $1,000 the 
amount a dependent may earn without loss 
of exemption to the taxpayer 


H. R. 172. To provide an additional in- 
come tax exemption for a taxpayer support- 
ing a child who is an invalid. 

H. R. 186. To the income tax 
exemptions allowed a taxpayer for himself, 
his spouse and his dependents. 


H. R. 199. To from $600 to 
$700 the personal income tax exemptions 
of a taxpayer, including the exemption for 
a spouse, the exemption for 
and the additional 
or blindness. 


H. R. 266 
expended by 


increase to 


increase 


increase 


a dependent 
exemption for old age 
To provide that certain amounts 
individuals for the purchase 
of noninterest-bearing United States bonds 
may be deducted in computing net income. 


H. R. 267. To permit the postponement 
of income tax with respect to a portion of 
earned net income 


paid to a_ restricted 


retirement fund 

H. R. 291 
come tax 
forces. 

a mM cue To the personal 
income tax exemptions of a taxpayer, includ 
ing the exemption for a spouse, the exemp- 
tion for a dependent and the additional 
old age or blindness from 


To extend the retirement in- 


credit to members of the armed 


increase 


exemptions tor 


$600 to $1,000 


H. R. 322. To extend to fishermen the 
same treatment accorded farmers in relation 
to estimated income tax 

H. R. 334. To provide a three-year carry- 
over for medical and dental expenses in ex 
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cess of the maximum deduction allowable 


under Section 23(x). 

H. R. 339. To provide compensation for 
employers required to withhold income tax 
at the source on the wages of employees. 

H. R. 376. To imcrease from $600 to 
$800 the personal income tax exemptions 
of a taxpayer, including the exemption for 
a spouse, the exemption for a dependent 
and the additional exemption for old age 
or blindness. 

H. R. 402. To permit the deduction of 
certain payments for health insurance with- 
out regard to the 3 per 
contained 


cent limitation 


theren: 


H. R. 425. To provide that permanently 
disabled individuals (including the blind) 
who are under 65 shall be entitled to the 
Same tax treatment of their medical ex- 
as they would be if they were 65, 
grant permanently disabled 
viduals an additional tax exemption 

H. R. 426. To exempt certain additional 
foreign travel from the tax on the transpor- 
tation of persons 

H. R. 453. To 


covering of 


penses 


and to indi- 


that the outer 
returns mailed to 
taxpayers shall not bear colored stripes or 
other identification devices 

H. R. 465. To increase the 
for personal exemptions to $800 

H. R. 472 
come tax exemption of a taxpayer and the 
additional exemption for his spouse from 
$600 to $1,000 and to increase the exemption 
for a dependent from $600 to $750. 

H. R. 548. To extend Section 124A of 
the Internal Revenue Code (relating to 
amortization deductions for emergency fa- 
cilities) to facilities in 


provide 
income tax 


deductions 


To increase the personal in- 


cover 
tressed areas. 

H. R. 556. To terminate the withholding 
of Oregon State income tax from the wages 
of certain residents of the State of Wash- 
ington who are employed by the Corps of 
Engineers at Bonneville Dam. 

H. R. 647 


certain dis- 


To amend the Internal Reve- 


nue Code with respect to the computation 
of net capital loss and net capital gain. 

H. R. 665 
nue Code of 1954, effective for taxable years 
beginning after December 31, 1954, to pro- 


lo amend the Internal Reve 


vide a deduction from 
sustained by 
demolition of 


tent 


income for 

voluntary 
a building, acquired with in- 
to demolish, by 


gross 


losses reason of 


a taxpayer operating 
a trade or business, if the land upon which 
the demolished building stood is to be used 
in the trade or 
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H. R. 681. To increase the 
for personal exemptions to $800. 
H. R. 688. 
tax policy to 
limiting the 


deductions 


To establish a commission on 
study various methods for 
taxing, appropriating, spend 
ing and borrowing powers of the federal 
government 

H. R. 699. To grant additional income 
tax exemptions and deductions to taxpayers 
who are permanently disabled, and to allow 
additional income tax exemptions to tax- 
payers supporting dependents who are per- 
manently disabled. 


H. R. 701. To increase the normal tax 
and surtax exemption and the exemption 
for dependents from $600 to $800 


H. R. 796. To provide for the credit of 
subscription charges or insurance premiums 
with respect to health or 
plans or programs, or 
insurance against the 

H. R. 1796. To increase the personal in- 
come tax exemptions of a taxpayer, includ- 
ing the exemptions for a 


medical 
health or medical 
federal income tax. 


service 


and 
dependents and the additional exemptions 
for old age and blindness, from $600 to $800. 


H. R. 1809. To from $600 to 
$700 the personal income tax exemptions of 
a taxpayer, including the exemption for a 
spouse, the exemption for a dependent and 
the additional exemption for old age ort 
blindness 


H. R. 1810. To extend to fruit and vege- 
table storage facilities the same amortiza 
tion deduction provided for 


spouse 


increase 


now grain 
storage facilities. 

H. R. 1814. Regarding trusts for certain 
armed forces members, stock UHI 
television and other matters. 


H. R. 1838. 
come tax purposes of certain expenses in- 
curred by the taxpayer for the 
of a dependent. 

H. R. 1860. To allow the deduction of 
certain premiums paid for life and fire in- 
surance in computing the federal income tax 

H. R. 1865. To amend 
lating to medical 


bald-headed). 


H. R. 2016. To provide, for income tax 
purposes, a deduction with respect to the 
amortization of devices for the collection of 
atmospheric pollutants and contaminants. 

H. R. 2022. To provide income tax ex 
emptions for members of the armed forces 
serving outside the United States. 


sales, 


To allow a deduction for in- 


education 


Section 213, re 


expenses (wigs fo! the 


(Continued on page 190) 
TAXES—The Tax Magazine 





XES E 


The TAX MAGAZINE 


Present Status 
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By AUSTIN FLEMING, Attorney, The Northern Trust Company, Chicago 


LL OF THE RULES established by 

the Revenue Act of 1948 in regard to 
the marital deduction were carried into the 
Internal Revenue Code of 1954, and the 
deduction was extended to two additional 
situations, 

The first extension now allows a marital 
deduction for a legal life estate in the sur- 
viving is given all the 
income and a general power of appointment. 
Heretofore, the deduction was available 
only if the property was placed “in trust” 
with the right to income and a general power. 

This 


sponse to 


spouse where she 


extension was undoubtedly in re- 
demands from real estate in- 
terests, particularly in agricultural sections, 
to place this form of property settlement on 
a par with trusts. 


and certain non- 
holdings, the life 
estate provides an acceptable arrangement. 
It is economical, easy to grasp and simple 
and it 


farms 
estate 


As applied to 


commercial real 


to create, answers the need in 
many areas 

However, life estates are not limited to 
They also extend to personal 


including stocks 


real estate.’ 
property, 


and other in- 


The 1954 Code Extends 
the Marital Deduction to 


Two New Situations 


tangibles. It is with respect to personal 
property, and particularly mixed estates, as 
well as commercial real estate in larger cities, 
that difficulties of the most troublesome 
kind are encountered in the life estate. 


Among the practical difficulties are those 
of (1) identifying and tracing tangibles and 
intangibles;* (2) determining who is en- 
titled to possession and control, and if the 
life tenant, what security, if any, the re- 
mainderman is entitled to have for his 
protection;* and (3) apportioning benefits 
and burdens, (for example, special assess- 
ments and capital improvements) between 
life tenant and remainderman in some kind 
of equitable manner.*. The Principal and 
Income Act and _ court-developed rules 
touch only a few of the apportionment 
probiems. ‘The rest have to be resolved by 





1 For historical development, see Simes, Law 
of Future Interests, Ch. 14, pp. 357-398. Also, 
see Scott on Trusts, Vol. 1, Sec. 24.1: ‘‘It is, 
of course, not uncommon to devise land to one 
person for life with a remainder to another, 
thereby creating successive legal estates In 
the case of personal property difficulties arise.’’ 


Marital Deduction 


?Simes, cited at footnote 1, Ch. 14, p. 361: 
‘Land is readily identifiable, fixed, immovable, 
industructible; but chattels may be lost, dis- 
guised, consumed or carried away.” 

* Scott on Trusts, cited at footnote 1; Simes, 
cited at footnote 1, Secs. 641-649. 14 A. L. R. 
1066 (Supp.); 101 A. L. R. 271. 

*Simes, cited at footnote 1, Secs. 688-705. 
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Mr. Fleming spoke on this subject 

at the New York University 
Thirteenth Annual Institute on 

Federal Taxation, November 4, 1954. 


negotiation or provision in the instrument— 
the net effect of which may well be to shift 
to the life tenant a larger share of the 
burden and place in jeopardy the marital 
deduction requirements of full beneficial 
enjoyment 


Among the legal difficulties are those ol 
(1) determining whether a life estate—or 
some other interest, such as a fee—has 
been created, especially when the gift is 
coupled with a power of disposal;* and (2) 
determining the scope of the life tenant’s 


powers over corpus. 


It has been traditional to include in 
grants of life estates the authority to invade 
and consume principal and dispose of the 
property It is error to assume, however, 
that these powers are the equivalent of 
powers of appointment. Powers to “use and 
consume,” “use and dispose,” “use as mucli 
as she needs,” and “have absolute control, 
vith any property remaining” to pass to 
others, may seem on the surface to be un- 
limited powers but in fact have very often 
been given restricted meanings for prop- 
erty law purposes.’ Such property law con- 
structions have important bearing on whether 
the power is or is not a general power of 
appointment tor tax purposes, as the tax- 
payers in Michael Melamid,* Harrison P 
Shedd* and Edward F, Pipe” recently dis 
covered. It has been suggested that Edward 
F. Pipe (the latest Tax Court decision on 
the problem of qualification of legal estates 
for the marital deduction) is the type of 
case “in which the expanded relief afforded 
by the 1954 Code Sec. 2056 would apply.” ” 
But it will be noted that the will provided 
that the life tenant should have “no power 
over the disposition of such part [of the 
income and principal of the residuary es- 
tate] as remains unexpended at the time of 
her death,” and the language of use, en 
joyment, sale and disposition given the 
widow during her lifetime is precisely the 
language which the courts in repeated in- 
stances have construed as having restricted 
meaning 


*36 A. L. R. 1177 (Supp.); 76 A. L. R. 1164 

*108 A. L. R. 543; 36 A. L. R. 1177 (Supp.) 

°'2 A. L. R. 1299 (Supp.); 27 A. L. R. 1385; 
69 A. L. R. 832 and 114 A. L. R. 953 

*CCH Dec. 20,472, 22 TC . No. 116 

* CCH Dec. 20,607, 23 TC No. 8 
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Credit for Previously Taxed Property 
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The ameridment suggests two warnings 


(1) The new tax status of the life estate 
should not beguile anyone into using it 
when practical and legal considerations 
clearly suggest a trust 

(2) Where a life estate is indicated, the 
premium is on explicitness of language in 
creating the estate and conferring an un 
limited power of appointment. Because of 
the long judicial history of restricted mean 
ing, powers to use, consume and dispose of 
principal during lifetime should not be re 
lied upon to qualify as a power of appointment 
within the meaning of Section 2056(b)(5) 


The second extension” had as its purpose 
the granting of a marital deduction where 
the surviving spouse is given a_ specifi 
portion of the income and a power of ap 
pointment over a corresponding part of the 
principal. Heretofore, the income right and 
appointive power had to be coextensive with 
the trust itself,” and this has led to the 
widespread adoption of the so-called “dual 
trust” arrangement, under which one trust 
is designed to qualify, and the other is not 
The purpose of the second extension was 
apparently to allow a portion of a single 
trust to qualify in the future 


However, it is to be seriously questioned 
whether the language used in the Code in 
fact expresses this intent. The pertinent 
part of Section 2056(b)(5) reads: “ if 
his surviving spouse is entitled for life to 
all the income from the entire interest, o1 
all the income from a specific portion there 
of ” (Italics supplied.) 

“All the income from a specific portion” 
is not the same as “a specific portion of all 
the income,” or put differently, the “income 
from half” is, of course, not the same as 
saying “half the income.” It is submitted 
that the wording still contemplates and 
requires a separate share to which the in 
come right and appointive power are ap 
plicable. Indeed the language seems more 
explicit now than before. 


A similar revision was made in subpara 
graph (6) of Section 2056(b) relating to 
insurance. However, it will be noted that 
the provision is differently expressed there 
It reads: “. . . all amounts, or a specific 


portion of all such amounts This lan 


guage is clear and presents no difficulty. Nor 


” CCH Dec. 20,622, 23 TC , No, 14 

"CCH Federal Estate and Gift Tax Reports 
{ 8167 (November 11, 1954) 

1954 Code, Secs. 2056(b)(5) and 2056(b)(6) 

% 1939 Code, Secs. 812(e)(F) and 812(e)(G), 
as amended by the Revenue Act of 1942 
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mainder-to-estate” trusts.” It adds a point 
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yea sh 
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ee 


Kee eae res | 


would the 


wording in subparagraph (5) 
present difficulty if it had read similarly 
“all the income or a specific portion of all 
the income.” 
the two 


The variance in language in 
subparagraphs emphasizes the 
problem and gives rise to concern. Until it 
is resolved, the draftsman may well be re- 
luctant to use an undivided portion of a 
single trust or estate to qualify for the 
deduction. The case of Louis B. Hoffen- 
berg™ illustrates the strict interpretation 
given the old language. The phrasing of the 
new language in subparagraph (5) being 
what it is, is there anything to suggest that 
a different view will be taken of it? 

Aside from the 
interpretation, 


problem of statutory 
there are many practical 
reasons which argue against a single trust 
arrangement Among them are: 


(1) It shifts the formula from the deter 
mination of the amount of the share to the 
determination of the property 
subject to the power In other words, it 
leads to a formula-determined 
stead of a formula-determined 
would easier to do the 


amount ol 


power in 
share. It 


seem mathematics 


at the beginning of the trust than to do 
them at the end, with fewer errors and 
adjustments on the one hand and fewer 


defective exercises of powers on the other. 


(2) There are many charges, credits and 
allocations after the trust is set up—in 
fact, all the income and principal problems 
which a trust is heir to—which, while pre- 
senting no problem when in a nonmarital 
trust, in the light of the statutory require 
ments for the marital deduction, may affect 
the right to the deduction when included in 
a marital share 
be segregated 


Perhaps these items can 
and allocated to the 


non- 
marital fraction, but this means separate 
records and constant reallocation. If sepa- 


rate books are the end result, 


separate trusts at the start’ 


(3) The mechanics of 
where there are provisions for tvasion, 
withdrawal, distributions or accumulations 
are much more complicated when the mari- 
tal portion is part of a single trust than 
they are under a dual arrangement. Sound 
estate planning calls for such provisions, 


why not 


administration 


and as soon as the power is exercised, the 
out of self-defense, has little choice 
make books and 
Therefore, why 
Robert M. Lovell, writ- 
ing on “The Marital Deduction Simpli- 


trustee, 
but to 


maintain separate accounts 


division on his 


not at the outset ? 


‘CCH Dec. 20,551, 22 TC —, No. 146 
6 93 Trusts and Estates 760 (September, 1954). 


Marital Deduction 


spouse disclaims partially—or for that mat- 





fied,” says this regarding invasions: In 
case of a legacy-type trust, the legacy “be- 
ing an exact number of dollars, would be 
reduced by any invasion to a smaller exact 
amount, and there would be no question as 
to when it was exhausted.” 


Under the fraction-type trust, the frac- 
tion “would have to remain unchanged and 
any invasion would be treated as a payment 
on account. When the widow died, her 
invasions would be added back to the trust 
as then constituted. The fraction would be 
applied to the total and the result, reduced 
by the invasions, would be the portion she 
could appoint.” 


This hardly sounds like simplification— 
at least not for the trustee. Further, his 
method of dollar adjustment, like all other 
methods, is open to objection at one or 
more points. In the end, one comes around 
to the advisability of using separate trusts 
rather than making all the adjustments 
necessary from time to time to determine 
specific part of the remaining trust 
property is subject to the widow’s power 
of appointment. Think of all the adjust- 
ments which a trustee would have to make 
to keep the marital portion straight, especially 
after encroachments, in a case like Harrison 
Shedd,“ where the widow was given two 
thirds of the income and a power over a 
wholly different fraction of the corpus. 


what 


Invasion powers for third persons present 
the most serious difficulties in the adminis- 
tration of single trust marital arrangements 

not the least of which will be the re- 
peated failure to limit such invasions to an 
amount not greater than the nonmarital 
portion at any time so as not to impair the 
portion subject to the widow’s appointive 
power. There is the possibility that in such 
situations taxpayers may be able to save 
the day by appealing to sort of 
“probability of exercise” test, as in charity 
cases, but this possibility ought not to be 
relied upon when the problem can be avoided. 


some 


From these considerations, it should be 
apparent that the single trust to qualify for 
the deduction—assuming it is authorized by 
law—ought to be used only in special 
situations with a full realization of the 
administrative problems involved and where 
they can be held to a minimum. 


Two other changes (discussed -mmedi- 
ately below) are made in the new Code 
which indirectly bear on the marital deduction 








*% Cited at footnote 9. 
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From the decisions to date, it is clear that 








Credit for Previously Taxed Property 


The previously taxed property section 
was changed to allow henceforth a credit 
for property not claimed or used for the 
marital deduction.” This provision will be 
available, in applicable cases, to property 
passing to the spouse in excess of 50 per 
cent of the adjusted gross estate (such as 
in outright will cases) and, of course, to 
property within the 50 per cent limit to the 
extent the deduction is not availed of. 


An aspect of this section which is gen- 
erally overlooked is the fact that previously 
taxed property includes “property passing 
as a result of the exercise or non-exercise 
of a power of appointment.” This in effect 
makes the holder of a general power of 
appointment a transferor for purposes of the 
section and will allow the credit to be 
taken, in applicable cases, after the death 
of the donee of the power, as well as after 
the death of the testator. This has particu- 
lar significance in marital trusts, enabling 
persons who take the marital share either 
through, or in default of, appointment to 
claim the benefit of the credit when death 
occurs within a specified time after the 
spouse’s death. 


Basis for Gain or Loss 


Another change having indirect bearing 
on the marital deduction appears in Section 
1014(b)(9). This gives a new basis for 
determining gain or loss to property ac- 
quired through the exercise or nonexercise 
of a power of appointment, and means that 
a new basis will be obtained for property 
in the marital trust whether the spouse 
exercises her power or not. In those states 
where local inheritance tax laws impose a 
tax on the exercise, but not on the non- 
exercise, of powers of appointment, this 
provision provides a double advantage.” By 
not exercising the power and letting the 
property pass by default, a new basis is 
gained Without incurring a state inheritance 
tax, Heretofore, the power had to be exer- 
cised to get a new basis, and that action 
automatically made the exercise subject 
to state inheritance taxes. 


This change removes one of the arguments 
advanced in the past for the use of “re- 


mainder-to-estate” trusts.” It adds a point 
in favor of the use of “pecuniary legacy” 
type classes satisfiable in kind over “frac- 
tion-of-the-residue” classes by lending new 
significance to the selection of assets by the 
executor for allocation to the marital trust, 
as against those allocated to the nonmarital 
fund, normally for a longer period. 


Partial Disclaimers 


Professor A. James Casner expresses a 
general conviction when he declares: 

“In the light of the circumstances which 
exist at the decedent’s death, it may be un- 
desirable from a tax standpoint to add the 
full amount of the estate tax marital deduc- 
tion gift to the surviving spouse’s gross es- 
tate. A disclaimer of all or part of such 
gift eliminates the marital deduction ac- 
cordingly and keeps the disclaimed prop- 
erty out of the surviving spouse’s gross 
estate.” ” 

It is generally, if not universally, recog- 
nized on the property law side that a bene- 
ficiary under a will has the right to accept 
or reject in toto a provision made for him, 
and this is probably so, even though there 
is no provision permitting disclaimer in the 
instrument.“ The law is much less certain 
as to whether a beneficiary may accept or 
reject a provision for his benefit in part, 
particularly where the instrument does not 
confer such a right.” The cases involving 
partial disclaimers are not numerous but 
such as there are indicate that they will not 
be recognized where the gift is a single one, 
such as a pecuniary legacy.” 

On the tax side, Section 2056(d) of the 
new Code declares that for estate tax pur- 
poses an interest disclaimed shall be con- 
sidered as passing to the person or persons 
entitled to receive the interest as a result 
of the disclaimer. As Section 2056(d) is 
worded, it appears to embrace only complete 
disclaimers by the spouse. There is nothing 
to indicate that a partial disclaimer will 
have the same result as to the part dis- 
claimed as would a complete disclaimer. 

In the gift tax chapter, there is nothing 
in the 1954 or 1939 Codes indicating what 
gift tax consequences are entailed when a 





" 1954 Code, Sec. 2013(d) (3). 

* Tilinols is an example. 

” See Mannheimer and Wheeler, ‘‘Relative 
Merits of Two Kinds of Trusts that Qualify for 
the Marital Deduction,"’ Proceedings of New 
York University Eleventh Annual Institute on 
Federal Taxation (1952), p. 673. 

* Estate Planning (1953), p. 301. 
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right of the wife to receive income and to 


“ Page on Wills (Lifetime Ed.), Sec. 1402. 

* Work cited at footnote 21, Sec. 1410; 91 
A. L. R. 612. 

*% Brown v. Rontzahn, 63 F. (2d) 914 (CCA-6, 
1933); Oglesby v. Springfield Marine Bank, 385 
Ili, 414, 52 N. E. (2d) 1000; 63 Harvard Law 
Review 1047 (1950). 
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spouse disclaims partially—or for that mat- 
ter, even completely. No section com- 
parable to Section 2056(d) will be found 
among the gift tax provisions. This, then, 
leads to the question: Assuming the law of 
a given jurisdiction recognizes partial dis- 
claimers, or that a provision in an instru- 
ment authorizing a partial disclaimer will be 
given effect, will the selection of part and 
rejection of the balance amount to such an 
exercise of dominion as to constitute a trans- 
fer pro tanto? 


It would seem that such a right to choose 
what part, up to all, one will accept and 
what part, up to all, one will reject is the 
same character of right with the same type 
of dominion as those rights which, for other 
tax purposes, are declared sufficient to make 
the owner. For example, 
under Section 678, a power to vest trust 
property in oneself is enough to treat the 
possessor of the power as substantial owner 
of the trust property. Under Section 
2514(c)(1), a power exercisable in favor of 
an individual possessing a power is deemed 
a “general power of appointment” and an 
exercise thereof under Section 2514(a) will 
amount to a “transfer of the property by 
the individual possessing such power.” 


pe »ssessor an 


The Commissioner has ruled that where 
one has a general power of appointment and 
relinquishes any part of the property over 
which he was such power, such relinquish- 
ment constitutes a transfer of property by 
gift and, therefore, is taxable under the 
Code.* It it not altogether probable that 
the same result would obtain in the case 
of a partial disclaimer even though Sec- 
tion 2056(d) says that, for estate tax pur- 
poses, a disclaimer will be treated as 
property passing from the decedent to the 
beneficiary who takes it. 


Case Law Developments 


It is a tribute to the drafters of the 
Revenue Act of 1948, and to the educational 
programs of tax institutes such as the ones 
sponsored by New York University, that 
to date the litigation over the marital de- 
duction has been negligible. Most of the 
cases which have arisen have involved pre- 
1948 instruments, and many are not particu- 
larly valuable as precedents. 


From the decisions to date, it is clear that 
the right to the marital deduction will be 
determined as of the time of the decedent’s 
death and according to the terms of the 
instrument as they then exist, regardless 
of subsequent events. In this respect, they 
follow the same rule governing charitable 
deductions. 

In Kasper v. Kellar, Executor,” the will 
made a gift to the wife “if living at the 
distribution of my estate.” The estate was 
fully administered and the assets distributed 
within six months after the testator’s death. 
Nevertheless, the Eighth Circuit Court of 
Appeals ruled that at the testator’s death 
there was no certainty that the wife’s in- 
terest would become absolute within the 
six-month period, and, therefore, the gift 
would not satisfy the statutory test unless— 
as a matter of local law—it should be found 
that the quoted language was the equivalent 
of “living at my death.” 

Similarly, in Estate of Frank E. Tingley,” 
a power to receive income and to withdraw 
principal which ceased in the event of legal 
incapacity or the appointment of a guardian 
or conservator or other custodian was held 
by the Tax Court not to meet the statutory 
requirements, even though the wife actually 
exercised the right immediately after the 
husband’s death and at no time was legally 
incapacitated. 

As might be expected, the courts have 
held that exact compliance—not merely 
substantial compliance—with the statutory 
conditions must be had. The decisions 
holding that legal life estates do not qualify 
for the deduction under the laws that stood 
prior to the 1954 Code have already been 
discussed.” Similarly strict are the deci- 
sions interpreting the requirement under 
the prior law that the spouse be entitled to 
all the income and the entire corpus or 
proceeds of insurance. In Harrison P. 
Shedd™ and Louis B. Hoffenberg,™ the Tax 
Court held that strict compliance with the 
provisions of Section 812(e)(1)(F) of the 
prior Code was essential. 

The effect of incompetence of the spouse 
on the marital deduction has been trouble- 
some and remains so in spite of one Tax 
Court case on the subject. Frank E. Ting- 
ley™ involved a pre-1948 will; under it, the 





2 E, T. 23, 1950-1 CB 133. 


% 55-1 usrc 711,501, — F. (24) — (CCA-8), 
rev’ g 53-2 ustc § 10,919. 
2 CCH Dec. 20,359, 22 TC —, No. 54. 


* Cited at footnotes 8 and 9. 

*% Cited at footnote 9. 

* Cited at footnote 14. A similar position 
has been taken by the Revenue Service in re- 


Marital Deduction 


spect to insurance proceeds. See Rev. Rul. 
54-553, ruling that a power to withdraw a spe- 
cific portion of insurance proceeds retained by 
the company in a single fund does not qualify 
for the marital deduction. 

*” Cited at footnote 26. 
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right of the wife to receive income and to 
withdraw corpus during her lifetime ceased 
in case of legal incapacity or the appoint- 
ment of a guardian, conservator or other 
custodian. The fact that the right to in- 
the event named would, 
of itself, seem sufficient to deny the deduc- 
tion; but the court went on to hold that 
the power to withdraw corpus was not 
exercisable in all events, since the testator 
named situations in which the spouse could 
not exercise the power, namely, the appoint 


come ceased in 


ment of a guardian, conservator or custo- 


dian No 


whether, under 


consideration was given to 
Rhode Island law, a power 
of withdrawal the 
Also, the court to distinguish be 


tween a power to withdraw and a power to 


survives to conservator 


seemed 


appoint by will, saying that “Congress may 
have that 
operation of law [that is, legal capacity] 
would deny the marital deduction wherever 
the power was to be by will.” (Italics sup 
plied.) 


not intended such an event by 


If legal will defeat the 
marital deduction when the surviving spouse 
is given a testamentary appoint, 
it is difficult to understand why it should 
do so with respect to a power to withdraw 
life 


incapacity not 


power! to 


during 

Assuming, however, that there is such a 
distinction, the court’s remarks to be 
understood as meaning that the marital de- 


are 


duction will be disallowed where a power 
to withdraw is providing 
the deduction, and the instrument is silent 
as to the effect of legal incapacity, or the 
state law holds that the power to withdraw 
survive to the 
Do the court’s 
remarks mean that, in all cases of powers 
to Withdraw, the instrument must be specific 
on the point and direct that the 
survive and pass to the personal 
tive at the risk of forfeiture of 


relied upon as 


is’ personal and does not 


personal representative ? 


power will 
representa- 
the deduc- 


tion? The opinion is not clear, and leaves 
this troublesome problem to be resolved 
by later litigation. 

The popularity of joint tenancy as a 


method of holding title to property gives 
Emmet Awtry™ more than usual interest. 


"CCH Dec. 20,284, 22 TC —, No. 14. 

"275 App. Div. 950, 89 N. Y. S. (2d) 651 

*#—. N. ¥. —, 121 N. E. (2d) 224 (1954). 

* 156 Ohio St. 475, 104 N. E. (2d) 9 (1952) 

*. Ohio St. —, 122 N. E. (2d) 695 (1954). 
See also Foerster v. Foerster, — Ohio Prob. 
—~, 122 N. E. (2d) 314 (1954). 

* Moorman v. Moorman, — Mich. —, 66 N. W. 
(2d) 248 (1954). 
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The decedent and his wife held considerable 
real estate, savings bonds and bank deposits 
in their joint names. Prior to 1948, they 
executed a joint and mutual will giving to 
the survivor “full use and income and con- 
trol” for life. After the death of both, 
the property was to pass to certain nephews 
and nieces. The widow claimed the marital 
deduction on the joint assets. The Tax 
Court disallowed the deduction because it 
the will reached out and embraced 
assets and prevented the survivor 
from consuming them or making any dis- 
position of them other than that provided 
in the will. 


said 
these 


There were three dissents, and 
the case is now on appeal 

The first litigation involving the marital 
deduction arose, not in the 
over an interpretative 


Tax Court nor 
point, but in the 
state courts on the question of apportion 
ment of benefits. Does the widow’s share 
of the estate bear any part of the federal 
tax or does she take it tax free? The case 
of Matter of Peters” was the first to arise 
and required an interpretation of the New 
York apportionment statute. The problem 
is still not resolved in New York, as ap- 
pears from the recent divided opinion in 
In re Wolf's Estate™ The court wrestled 
with the interplay of Sections 18 and 124 
of the Decedent Estate Law, and the 
majority held that the widow was entitled 
to have her share computed upon the net 
estate before state and federal death taxes. 

With the overruling of Miller v. Ham 
mond™ by the Ohio Supreme Court in 
Campbell v. Lloyd,™ there is now almost uni 
versal agreement among the states without 


apportionment statutes. Michigan,” Illi 
nois,” Wisconsin,” North Carolina,” Vir- 


ginia “ and now Ohio hold that the widow’s 


share, either upon an election against the 
will or under a will without directions for 
payment of taxes, must be computed after 
federal and state death taxes. Kentucky “ 
is the only nonstatutory state to the contrary 


Developments Pertaining to Insurance 
The one specific change in the insurance 
subparagraph of the new Code affecting 


(Continued on page 234) 
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* Northern Trust Company v. Wilson, 344 
Ill. App. 508, 101 N. E. (2d) 604 (1951). 

*In re Uihlein’s Will, 264 Wis. 362, 59 N. W 
(2d) 641, 645 (1953). 

*” Wachovia Bank and Trust Company v 
Green, 236 N. C. 654, 73 S. E. (2d) 879. 

” Baylor v. National Bank of Commerce of 
Norfolk, 194 Va. 1, 72 S. E. (2d) 282 (1952). 

" Lincoln Bank & Trust Company v. Huber, 
— Ky. —, 20S. W. (2d) 89 (1951). 








TAXES —The Tax Magazine 














j 
{ 
W 





et ieee iil 


The 1954 Code Suffers from the 
Absence of a More Righteous Public 


Policy in Regard to Fringe Benefits 


The Taxability of Fringe Benefits 


By J. HENRY LANDMAN 


\ >AGE EXTRAS such as commodity 
discounts, recreational facilities, free 
medical checkups, group insurance and an 
ever-growing number of other employee 
privileges and benefits have become ac- 
cepted desiderata in the hiring of labor 
The time was when they were rewards o1 
special inducements offered by manage- 
ment; today they are more frequently 
emoluments negotiated for as part of em- 
ployment contracts. Whether these fringe 
benefits take the form of cash, goods or 
services, they constitute part of the cost of 
operations, varying in amount with their 
number and quality and with the size of 
the work staff. They are estimated at 
$25 billion of industry’s annual labor cost 
Some of these are taxable and others are 
tax free to the employees.’ 

Fringe benefits do not lend themselves 
to easy definition; at times, this phrase is 
a misnomer. Not infrequently, such extras 
as pensions, group life insurance and profit 
sharing, among others, have been con- 
sidered by employees as less welcome than 
their present cash equivalents, even though 
they were benevolent voluntary grants by 
the employer or stubbornly fought-for terms 
by labor representatives 


3y and large, 





1'*Tax Men Eye Wage Fringes,’’ Business 
Week, p. 120 (July 13, 1953). 

?J. H. Landman, ‘Executive Stock Options,’’ 
31 TAXES 735 (September, 1953); J. H. Land- 
man, ‘‘Stock Options and Prosperity,” 24 New 
York Certified Public Accountant 452 (May, 
1954) 

Other studies on employee fringe benefits are 
Richard B. Barker, ‘‘Non-cash Fringe Bene- 
fits and the Commissioner’’; Converse Murdoch, 
“Compensation Other Than Cash’’; Arthur J 
Goldberg, ‘‘Compensation Other Than Cash.”’ 
These addresses were delivered before the 
American Bar Association, September 18, 1951. 
Only Converse Murdoch, of the United States 
Treasury, defends the new Treasury policy as to 
fringe benefits. 


Fringe Benefits 


Practices and services that benefit em- 


prevalent in 160 


however, fringe benefits are goods and 
services in addition to wage payments as 
conditions of employment, as incentives for 
greater effort, as conveniences for the em 
ployer, and/or as promoters of employee 
health, good will and efficiency. In a 
limited sense, they are restricted to only 
employee economic values. In this sense, 
commodity discounts are, and recreational 
facilities are not, fringe benefits, though they 
are alike in that they are part of opera 
tional costs. It seems that fringe benefits 
are here to stay as an integral part of the 
cost of doing business. Since the turn of 
the century, both labor and management 
have been responsible for causing them to 
take on their present proportions, Compe- 
tition for labor, salary and wage stabiliza 
tion, and the advancement of public welfare 
have contributed to this state of affairs. 


The discussion in this paper intentionally 
eliminates pension, profit-sharing and stock- 
bonus plans, and the specifically key-execu- 
tive tax-minimization proposals such as 
stock options and deferred compensation.’ 


C, W. Sargent, in his recent study, pre- 
pared the following classification of em- 
ployee fringe benefits. While it does not 

See also: Boris Bittker, ‘‘The Individual as 
Wage Earner,'’ Proceedings of the New York 
University Eleventh Annual Institute on Fed- 
eral Taxation (1952), p. 1147; the author ra- 
tionalizes that the Treasury's new policy as to 
fringe benefits under Mim. 6472 is not harsh. 
Russell R. Keetzing, ‘‘Tax Treatment of Com- 
pensation in Kind,’ 37 California Law Review 
628; this author favors taxing all but de 
minimis items of compensation in kind. Ray- 
mond A. Hoffman, ‘Fringe Benefits for Em- 
ployees,’’ 31 TAxes 999 (December, 1953); this 
author would solve the problem by taxing ‘‘with 
respect to services rendered as an employee 
only unrestricted amounts received in money or 
other property as consideration for services."’ 
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companies employing 








purport to be exhaustive, it is suggestive 


of the scope and significance of the problem.’ 


Enumeration of Wage Supplements 


A. Pay for time not worked 
1. Vacations 
Holidays 
Lunch periods 
Sick and maternity leaves 
Medical care time (at the plant) 
6. Personal excused-absence time 
a. Death in family 
b. Shopping time 
c. Medical and dental 
(away from plant) 


un Ww WV 


care time 


7. Jury duty time 

8. Voting time 

9. Wet-time (time lost to due to incle- 
ment weather) 

10. Witness time 


B. Monetary awards and prizes for special 
activities and performance 

1. Anniversary awards 

2. Attendance bonus 

3. Plant neatness bonus 

4. Service bonuses and awards 

5. Quality bonus 

6. Prize awards in employee contests 
relating to safety, waste reduction, 
morale and other subjects 
Suggestion plan awards 
Other nonproduction bonuses or 
awards requiring some special em- 
ployee activity or service 


oN 


C. Bonuses, contributions, and _ profit 
which the employee 
renders no direct regular or special 


service 


sharing, for 


1. Current profit-sharing payments (not 
related to provision of retirement 
income) 


J. Henry Landman is a New York attorney 
and professor of tax law at New York Law School 


2. Savings (thrift) plan contributions 

3. Stock-purchase plan contributions 

4. Sale of company stock at less than 
current value 

5. Christmas or year-end bonus 


6. Separation allowance (dismissal, 
severance or terminal pay) 

7. Lay-off pay or allowance 

8. Military induction bonus 

9. Military service allowance 

Supplements to unemployment or 

workmen’s compensation 

11. Family allowance 

12. Educational subsidies or tuition or 

expense payments (when not re- 

lated directly to the employee’s job) 

College scholarship awards to em- 

ployees’ sons and daughters 


13. 


D. Payments to provide employee security 
and financial protection against vari- 
ous hazards and contingencies 

1. Legally required payments 
a. Old-age and survivors insurance 
b. Unemployment insurance 
c. Workmen’s compensation 
d. State disability insurance 

2. Other payments to provide protec- 
tion (by insurance otherwise) 
against: 
a. Death 
b. Nonoccupational accident, 

ness and dismemberment 

c. Hospitalization expense 
d. Medical expense 
e. Surgical expense 


or 


sick- 


f. Retirement (pension, and in some 
cases, deferred profit-sharing 
plans) 

Employee welfare fund contributions 

4. Administrative employee 
benefit 


w 


costs of 


programs 





°C. W. Sargent, Fringe Benefits, Do We 
Know Enough About Them? (Hanover, New 
Hampshire, 1953), pp. 13-14; Haroid Stieglitz, 
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Computing the Cost of Fringe ‘Benefits (Na- 
tional Industrial Conference Board, 1952); 
Harold Stieglitz, Fringe Benefit Packages (1954). 
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Practices and services that benefit em- 
ployees primarily 

1. Credit union facilities 

2. Food service costs or losses 

3. Employee discounts 

4. Music lessons, golf instruction and 

other services rendered at reduced 

or at no cost to employees and 

dependents 

Garden plots 

6. Vacation, health and hospital facili- 
ties provided at low cost 

7. House financing 


ut 


The Chamber of Commerce of the United 
States made an investigation of these non- 
wage labor costs of doing business.* Based 
on a study of 940 companies in 1953, it 
found that fringe-benefit costs varied widely 
from less than 5 per cent to over 55 per 
cent of payroll. The average expense was 
19.2 per cent of payroll, 34.6 cents per 
payroll hour, or $720 per year per employee. 
By industries, the average expense for 
fringe benefits ranged from 14.3 per cent 
for pulp, paper, lumber and furniture to 
28.7 per cent for banks and finance and trust 
companies. Highest costs for fringe bene- 
fits were reported in the Northeast, 
followed by the East North Central, South- 
eastern and Western regions, In a majority 
of industries, fringe payments were higher 
than average in the largest companies and 
lower than average in the smallest compa- 
nies. Payments for pensions were reported 
by 81 per cent of the companies, averaging 
47 per cent of payroll. Over 97 per cent 
of the companies reported payments for 
employee insurance programs, averaging 
1.8 per cent of payroll. Payrolls of report- 
ing companies included 93.6 per cent pay- 
ment for straight time, 1.6 per cent for 
earned-incentive or production bonuses, 0.3 
per cent for holiday premium pay, 3.5 per 
cent for overtime premium pay and the 
remainder for other payroll items. Fringe 
payments for 130 identical companies in- 
creased from 15.2 per cent of payroll in 
1947, to 16.9 per cent in 1949, to 19.1 per 
cent in 1951 and to 20.2 per cent in 1953. 


The Associated Industries of Cleveland, 
Ohio, made a survey of fringe benefits 





* Fringe Benefits 1953 (Chamber of Commerce 
of the United States, 1954). 

’ Employee Benefit Survey 1953 (Associated 
Industries of Cleveland, 1954). 

* Commissioner v. Lincoln Electric Company, 
49-2 ustc § 9388, 176 F. (2d) 815, cert. den., 338 
U. S, 949 (1950); 1954 Code, Sec. 162; 1939 Code, 
Sec. 23(a)(1)(A); Regs. 118, Secs. 39(a)-1 and 
39(a)-5; L. O. 1045, 3 CB 133 (1920); Welch v. 
Helvering, 3 ustc § 1164, 290 U. S. 111, aff'g 
1933 CCH { 9244, 63 F. (2d) 976 (CCA-8); Dunn 
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prevalent in 160 companies employing 
74,647 hourly paid factory employees, or 
about 30 per cent of the total employees, in 
its area for the year 1953.°. The average 
cost per company for all employee benefits 
was $.3083 per hour. The average number 
of benefits paid by each company was 
about ten. The average cost of all benefits 
(per hour) for companies employing one 
to 100 hourly employees was $.3220; for 
companies employing 101 to 1,000 hourly 
employees, $.3124; and for companies em- 
ploying more than 1,000 hourly employees, 
$.3054. 


Prompted by a desire to enlighten man- 
agement about the current magnitude of 
fringe benefits, the Harvard Business Review 
(Fisher and Chapman, “Big Costs of Little 
Fringes,” page 35, September, 1954) under- 
took its own study in diversified industries. 
Its findings are also impressive. It estab- 
lished that the total cost of fringe payments 
per productive hour worked reached 40.99 
cents by the beginning of 1953, and con- 
stitutes a more than 60 per cent rise com- 
pared with the figure of 25.36 cents in 1948. 


Fringe benefits may be of considerable 
economic value, depending on the extent to 
which they are received tax free and de- 
pending on the recipient’s tax bracket. 


Fringe-Benefit Income— 
Accounting, Economic or Taxable 


Fringe benefits of all descriptions are 
deductible items for employers if they are 
in fact ordinary and necessary expenses 
directly connected with the employer’s trade, 
business or profession, and as long as they 
are reasonable in amount, In Lincoln Electric 
Company,’ the court held that the limitation 
of reasonableness applies only to salaries or 
compensation for personal services actually 
rendered, but that the phrase “ordinary and 
necessary expenses” includes the element of 
reasonableness. Expenses incurred by em- 
ployers for employee outings and dances," 
for a club house vested in a foremen’s as- 
sociation,” for Christmas parties and gifts,’ 
for flowers for ill employees,” for the re- 
and McCarthy, Inc. v. Commissioner, 43-2 veri 
{ 9688, 139 F. (2d) 242 (CCA-2); Blackmer v 
Commissioner, 4 ustc {§ 1264, 70 F. (2d) 255 
(CCA-2, 1934). 

* Bowman, CCH Dec. 5289, 16 BTA 1157 (1929). 

* Slaymaker Lock Company, CCH Dec. 19,187, 
18 TC 1001 (1952). 

* Wolkowitz, CCH Dec. 17,168(M), 8 TCM 754 
(1949). 


” McWilliams, CCH Dec. 17,901(M), 9 TCM 
866 (1950). 
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habilitation of employees who sustained 
injuries in tornadoes” and for employee 
hospitals ” have been held to be deductible 
as proper business expenses. Such and 
similar expenses must, however, be legiti- 
mately ” for the best interests of the busi- 
ness.“ For example, in a recent ruling the 
Treasury held that where the operating 
owner of a hotel lives on the premises, the 
cost for board and lodging for his family, 
including himself, must be eliminated from 
operating expenses, Similarly, it held that 
the cost of meals and entertainment of the 
taxpayer and his family in conjunction with 
that of customer-guests is presumed to be 
nondeductible personal expense, particu- 
larly if not incurred away from home.” 


Actually, the deductibility of fringe bene- 
fits for the employer is not our concern. 
Let us then direct our attention to that 
which is our project—that is, the possible 
taxability of their value to employees 

Are fringe benefits taxable to employees? 
To be taxable, they must, to begin with, 
constitute income. Then, are fringe bene- 
fits income? Accounting income is con- 
ceived of as realized income without reference 
to revised money values and to changes in 
the value of nondisposed-of assets.” On 
the other hand, economic income is the dis- 
posal wealth one has between two dates 
without one being richer at the latter date, 
giving due regard to changes in money 


" Rev. Rul, 131, 1953-2 CB 112 
* Rev. Rul. 160, 1953-2 CB 114 


” Schulz, CCH Dec. 18,128, 16 TC 401 (1951); 
Haverhill Shoe Novelty Company, CCH Dec 
17,889, 15 TC 517 (1950). 


™ Haines, CCH Dee. 17,174(M), 8 TCM 793 
(1949). 

Under the 1939 Code, Secs. 23(a)(1) and (2) 
and 22(n)(3), one could, in the case of a sole 
proprietorship, deduct entertainment expenses 
for oneself, employees and customers when 
ordinary and necessary in a business or non- 
business activity. Such individuals could also 
take the optional standard deduction. However, 
if one was an employee-executive and did not 
take the optional standard deduction, one could 
deduct all proper employer-expected entertain- 
ment expenses; but if one did take it, one could 
deduct one’s business-paid expenses only if they 
were reimbursed. Since an employee could not 
take both nonreimbursed entertainment ex- 
penses and the standard deduction, it was 
preferable taxwise to have one’s paid expenses 
specifically reimbursed. Roach, CCH Dec. 6348, 
20 BTA 919 (1930); Stewart, CCH Dec 
15,094(M), 5 TCM 229 (1946); Schmidlapp v. 
Commissioner, 38-1 ustc { 9285, 96 F. (2d) 680 
(CCA-2): Stella E. Penn et al., Bars. v. Robert- 
son, 39-2 ustc { 9666, 29 F. Supp. 386, aff'd, 40-2 
uste € 9707, 115 F. (2d) 167 (CCA-4); Fischer, 
CCH Dec. 15,797(M), 6 TCM 520 (1947); Hen- 
ricks, CCH Dee. 17,279(M), 8 TCM 993 (1949); 
Missir, CCH Dec. 18,297(M), 10 TCM 417 (1951). 
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values, to going concern value and to 
realized and unrealized increases and de- 
creases in the worth of assets.” The gap 
between the two views cannot be bridged 
altogether because accountants record only 
transactional experiences and ignore un- 
realized appreciations and depreciations in 
going-concern and asset values.” 


More specifically, the question is: Is low- 
interest home-financing, or the use of company- 
owned health resorts or the enjoyment of 
cut-rate company cafeterias, for example, 
economic and/or accounting income? Even 
if fringe benefits constitute income in whole 
or in part, are they necessarily taxable? 
Despite variances in definitions of income 
among economists, their concept of income 
is a much more inclusive and all-embracing 
term than that of the accountants. In 
addition, the federal tax laws and the ad 
judications thereunder have made sufficient 
impact On general accounting principles 
with the result that accountants show de- 
ference for them, at least for tax reporting. 
The American Institute of Accountants has 
repeatedly agitated for legislation requir- 
ing tax statutes to conform with general 
accounting principles.” 


It is not certain that tax reporting need 
necessarily be predicated on either the eco- 
nomic or the accounting concepts of income 
from the ideal or the practical point of view. 
The intent of the Congress in enacting 





Under the 1954 Code, Secs. 62(2)(C) and 
62(2)(D), employees are accorded the same 
tax treatment that now obtains for the self- 
employed. 

* Rev. Rul. 80, 193-2 CB 62; Sutter, CCH 
Dec. 19,966, 21 TC 170. 


“Changing Concepts of Business Income 
(Macmillan Company, New York, 1952); Arthur 
H. Dean, An Inquiry into the Nature of Business 
Income Under Present Price Levels (American 
Institute of Accountants, New York, 1949); 
George O. May, Business Income and Price 
Levels, an Accounting Study (American Insti- 
tute of Accountants, New York, 1949); Sidney 
S. Alexander et al., Five Monographs on Busi- 
ness Income (American Institute of Account- 
ants, New York, 1950). 


" Bulletin 28 (American Institute of Account- 
ants, Committee on Accounting Procedure); 
Bulletin 58 (Securities and Exchange Commis- 
sion). 


* William W. Werntz, ‘‘The Impact of Fed- 
eral Legislation upon Accounting,’’ 28 Account- 
ing Review 159 (April, 1953); William W 
Werntz, ‘The Influence of Administrative 
Agencies on Accounting,"’ 36 lowa Law Review 
191 (Winter, 1951). 


” Recommendations for Amendments of Fed- 
eral Tax Laws, January, 1953, Recommendation 
No. 1 of the American Institute of Accountants. 
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revenue laws is twofold: (1) to raise rev- 
enue to discharge the cost of government 
and (2) to regulate our national or local 
economy. Under certain circumstances, life 
insurance proceeds,” gifts™ and legacies ™ 
are received tax free. Yet, neither ac- 
counting nor economics can deny that the 
dollars derived from these excludable sources 
command the same purchasing power that 
cash after taxes enjoys—except for the loss 
due to the tax levy. This inconsistency 
arises from the simple fact that Congress 
did not intend to tax certain types of income. 


In the face of the conflicting accounting 
and economic concepts of income, Section 
22(a) of the Internal Revenue Code of 1939 
(replaced in substance with Section 61 of 
the new 1954 Code) defines this term as 
follows: “General Definition—‘Gross_in- 
income’ includes gains, profits, and income 
derived from salaries, wages, or compensa- 
tion for personal service of whatever 
kind and in whatever form paid, or from 
professions, vocations, trades, businesses, 
commerce, or sales, or dealings in prop- 
erty, whether real or personal, growing out 
of the ownership or use of or interest in 
such property; also from interest, rent, divi- 
dends, securities, or the transaction of any 
business carried on for gain or profit, or 
gains or profits and income derived from 
any source whatever. 5 

Treasury regulations tend to clarify this 
statutory concept of gross income, Thus 
they specify that compensation paid in kind 
other than in cash is also taxable in the 
following language: 


“If services are paid for with something 
other than money, the fair market value of 
the thing taken in payment is the amount 
to be included as income. If the services 
were rendered at a stipulated price, in the 
absence of evidence to the contrary such 
price will be presumed to be fair value of 
the compensation received. . . .”™ 


Clearly, then, in the absence of anything 
to the contrary, fringe benefits, insofar as 
they constitute compensation in a form 
other than cash, constitute taxable gross 
income. However, the aforementioned cur- 
rent Treasury regulation is authority for the 
proposition that such fringe benefits are 
tax free to the employee if they are given 


7 1954 Code, Sec. 101; Regs. 118, Sec. 


39.22 
<b) (1)-1 
21 1954 Code, Secs. 102, 2503-2524 
721954 Code, Sec. 102; Regs. 118, Sec. 39.22 


(b)(3)-1 

3 Regs. 118, Sec. 39.22(a)-3 

* Cited at footnote 23; Mim. 5023, 1940-1 CB 
14, modified by Mim. 6472, 1950-1 CB 15 


Fringe Benefits 





to him for the convenience of the employer, 
in the following language: 


“If a person receives as compensation for 
services rendered a salary and in addition 
thereto living quarters or meals, the value 
to such person of the quarters and meals so 
furnished constitutes income subject to tax. 
If, however, living quarters or meals are 
furnished to employees for the convenience 
of the employer, the value thereof need not 
be computed and added to the compensa- 
tion otherwise received by the employees. 

Premiums paid by an employer on 
policies of group life insurance covering the 
lives of his employees, the beneficiaries of 
which are designated by the employees, are 
not income to the employees.” ™ 


The concept of wages for the purpose of 
tax withholding at the source is also per- 
tinent to our problem, because wages in 
kind are also subject to withholding. 


“The term ‘wages’ means all remuneration 
(other than fees paid to a public official) 
for services performed by an employee for 
his employer, including the cash value of all 
remuneration paid in any medium other 

9 25 
than cash 3 


Obviously greater clarity of Congres- 
sional intent as to the meaning of taxable 
gross income remains to be desired. The 
aforementioned statutory definition of gross 
income has undergone little change since 
the enactment of Section 90 of the Act of 
July 1, 1862, Chapter 19,” the Sixteenth 
Amendment to the Constitution and the 
Revenue Act of 1913, despite the fact that 
upwards of 30 revenue acts have since been 
enacted. 


Convenience of Employer v. 
Economic Benefit 


It was a Treasury regulation” and not a 
Congressional statute that gave birth to the 
convenience-of-the-employer theory 
occurred in the year 1919. 
Treasury-created 


This 
Since then, this 
concept, reinforced by 
case law, has not been materially revised 
over the years, despite pertinent Congres- 
sional changes in income tax laws. Conse- 
quently, this concept takes on the force 
and effect of Congressional statute. Cer- 
tainly, then, the right to retroactive revision 


% 1939 Code, Sec. 1621, replaced in substance 
in 1954 Code with Secs. 3401-3404, 3502, 3504 
6051, 6414, 6501, 6513(c), 6674, 7204 and 7205. 

%12 Stat. 432 (1862). 1954 Code, Sec. 61, 
contributes little to the solution of the problem 

70. D. 265, 1 CB 71 (1919); T. D. 2992, 2 CB 
76 (1920); Regs. 45, Art. 33; O. D. 915, 4 CB 85 
(1921) 
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of its convenience-of-the-employer rule would 
be denied the Treasury.” This cannot be 
said about its right to change these regula- 
tions prospectively as long as they remain 
in harmony with 1939 Code Section 22(a).” 


The current issue as to the propriety of 
broadening the taxability of employee fringe 
benefits stems from a change in Treasury 
reasoning on the problem. It adopted the 
new cause of trying to tax economic benefits 
per se. The taxability of economic benefits, 
at the expense of the convenience-of-the- 
employer theory, has taken on greater pro- 
portions in recent years. The origin of the 
former can be traced not to Congressional 
legislation or to Treasury regulation but to 
judicial interpretation of statute. Since the 
Horst” and Clifford™ decisions involving the 
much court-abused 1939 Code Section 22” 
in the year 1940 and particularly that of 
Smith™ in the year 1945 (all decisions of the 
United States Supreme Court), the economic- 
benefit theory has been looming larger and 
larger in Treasury thinking, particularly in 
connection with the taxability of fringe 
benefits 


In 1950, the Treasury definitely espoused 
the economic-benefit theory as applied to 
employee fringes, despite its accompanying 
denial that it did not renounce the convenience 
of-the-employer rule.“ The special rulings 
that it rendered in 1950 and thereafter leave 
no doubt that the Treasury has at least 
seriously curtailed, if it has not completely 
renounced, the convenience-of-the-employer 


rule. Meals and lodging for hotel em- 
ployees,” living quarters for a_ building 
superintendent” and living quarters and 


meals for hospital employees” had become 
taxable to employees to the extent that their 
economic value to them was measurable, even 
though the applicability of the convenience- 
of-the-employer rule was obvious. 


*% Baltzell v. Mitchell, 1 ustc § 110, 3 F. (2d) 
428 (CCA-5, 1925), cert. den., 268 U. S. 690; 
T. D. 3668, IV-1 CB 191 (1925); Korth v. Moun- 
tain City Copper Company, 49-1 { 9248, 174 


uUsT¢ 


F. (2d) 295 (CA-10); National Lead Company 
v. U. 8., 252 U. S. 140 (1920); Burk-Waggoner 
Oil Association v. Hopkins, 296 F. 492, aff'd, 


1 usre 1 143, 269 U. S. 110 (1924); Schweitzer v. 
Mager, 297 F, 334 (1924). 


*” Helvering vw. Wilshire Oil Company, Inc., 
39-2 usrc { 9743, 308 U. S. 90, 1939-2 CB 213, 
reh'g den., 308 U. S. 638; Helvering v. Reynolds, 
41-1 ustc { 9484, 313 U. S. 428, 1941-1 CB 371; 
Lynch vw. Tilden Produce Company, 265 U. S 
315, 320-322 (1924); International Railway Com- 
pany v. Davidson, 257 VU. 8S. 506, 514 (1921) 
Erwin Griswold, ‘‘A Summary of the Regula- 
tions Problem,”’ 54 Harvard Law Review 398 
(1941). 

” Helvering v. Horst, 40-2 vere 19787. 311 


U.S 
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112, 1940-2 CB 206 
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The pertinent Mim. 6472 is worthy of an 
extensive quotation: 


“Section 29.22(a)-3 of Regulations 111 
provides ‘If, however, living quarters 
or meals are furnished to employees for the 
convenience of the employer, the value 
thereof need not be computed and added 
to the compensation otherwise received by 
the employees.’ 


“The ‘convenience of the employer’ rule 
is simply an administrative test to be ap- 
plied only in cases in which the compensa- 
tory character of such benefits is not otherwise 
determinable. It follows that the rule should 
not be applied in any case in which it is 
evident from the other circumstances in- 
volved that the receipt of quarters or meals 
by the employee represents compensation 
for services rendered. Consequently, 
the value of the living quarters and meals 
is includible in his gross income and is sub- 
ject to withholding of income tax at the 
source by the employer, notwithstanding 
the fact that the employee is required to 
live at the institution and be available for 
duty at any time.” ” 


The Treasury’s acceptance of the economic 
benefit theory had already been evinced in 
the year 1948 by the levying of an income 
tax on farmers’ and manufacturers’ chari- 
table contributions of their inventories.” 
Heretofore, such contributions were income 
tax deductions measured by their market 
values at the time, but they escaped the 
impact of income tax on their appreciations 
because the act of contributing was not a 
recognizable event. The pro- 
test that attended the reversal of Treasury 


income tax 
practice in this regard is only the harbinger 
of a more prevalent one that is bound to 
eventuate should the Treasury extend much 
further the taxability of employee fringe 


" Helvering v. 


Clifford, 40-1 ustc { 9265, 309 
U. S. 331, 1940-1 CB 105 
= See J. H. Landman, ‘‘Multiplying Business 


Corporations and Acquiring Tax Losses,"’ 8 Tax 
Law Review 81, 90-92 (November, 1952); J. H. 
Landman, ‘‘Being Tax-Wise and Otherwise in 
Multiplying Business Entities,’’ 30 Taxes 893 
(November, 1952). 

* Commissioner wv. 


John H 


Smith, 45-1 ust: 

{ 9253, 324 U. S. 177, 1945 CB 49, reh'g den., 
45-1 ustc { 9253, 324 U. S. 695, 1945 CB 52 

* Mim. 6472, 1950-1 CB 15. 

® Special ruling, November 3, 1950 

* Special ruling, December 4, 1950 

* Special ruling, August 2, 1951 

“Mim. 6472, cited at footnote 34, modifying 
Mim. 5657, 1944 CB 550, went into effect for 
withholding January 1, 1951. Mim. 6543, 1950-2 
CB 11. 

“1 T. 3910, 1948-1 CB 15; I. T. 3932, 1948-2 
CB 7 
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benefits.” The Internal Revenue Service 
issued to its staff I[R-Mims, 54-72 and 54-24, 
dated April 28, 1954, ordering it to imple- 
ment more thoroughly such a program. 

It is argued that a grave inequity exists 
between those employees who do not re- 
ceive, and those who ¢~ receive, fringe 
benefits, if the latter are not taxed. This 
comparison is frequently predicated on a 
false premise. In a unionized industry, all 
the employees in a given area enjoy the 
same fringe benefits, if any, whether or 
not they are tax free. In nonunionized 
industries—exclusive of the issue of fringe 
benefits—there are, at present, disparities 
in cash compensation for the same types of 
job, which arise from differences in labor 
contracts between one plant and another 
and within any one place of employment 
It is the freedom of contract which makes 
for these variances, not the tax laws 

An auxiliary problem to the one involv- 
ing the taxability of fringe benefits to em- 
ployees is the one involving the filing by the 
employer of an information return at the 
source. Information returns on Form 1099 
of payments involving $600 or more are 
required for each noncorporate payee.” In 
general, such returns are necessary in the 
case of interest irrespective of the amount 
and in the case of dividends of $10 or more 
However, Form 1099 is not required to the 
extent that any of the payments are subject 
to withholding of income tax by an employer 
While it is true that the filing of informa- 
tion returns is widely honored in the breach, 
the fact remains that the willful failure to 
file such returns may subject an employer 
to a $10,000 fine and/or imprisonment for 
one year.” 

It would thus seem that, under existing 
law, should fringe benefits be taxed subject 
to withholding, information returns at the 
source of such payments would not be re 
quired, On the other hand, if withholding 
should not apply, fringe benefits having a 
value of $600 or more might well be required 
to be reported by employers on information 
returns 

Another auxiliary problem to the one in- 
volving the taxability of fringe benefits to 


# Griswold, ‘‘Charitable Gifts of Income and 
the Internal Revenue Code,’’ 65 Harvard Law 
Review 84 (1951); Miller, ‘Gifts of Income and 
of Property: What the Horst Case Decides,"’ 
5 Tax Law Review 1 (1949); Bittker, ‘‘Charita- 
ble Gifts of Income and the Internal Revenue 
Code: Another View,"’ 65 Harvard Law Review 
1372 (1952); Roehner, ‘Realization: Adminis- 
trative Convenience or Constitutional Require- 
ment?’ 8 Tax Law Review 173 (1953). 
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employees is the effect of it on social security 
taxes. Mim. 5657, 1944 CB 550, holds that 
only to the extent that the employee fringe 
benefits constitute additional income were 
they subject to withholding at the source 
and that the value of meals and lodging, 
where applicable, was includable in wages 
for purposes of the Federal Insurance Con- 
tributions Act and the Federal Unemploy- 
ment Tax Act. 


Accordingly, under the law, should any 
variety of the employee fringe benefits 
constitute additional income, they would 
to that extent become subject to withhold 
ing at the source and to the social security 
laws 


Tax Status of Some Fringes 


Let us now turn to an examination of the 
tax status of the various types of employee 
fringe benefits. There is no specific tax 
law for each of them because their number 
has multiplied so rapidly in recent years 
and because the convenience-of-the-employer 
rule had been liberally construed by the 
Treasury in favor of employees, until re- 
cently, Consequently, most of the current 
fringe benefits had been enjoyed tax free by 
employees because of the passive and liberal 
consent of the Treasury, rather than because 
of a specific statute, regulation or private 
ruling. The tax-free status is now in jeopardy 

Board and lodging.—While board and 
lodging as a fringe benefit has been eclipsed 
in importance by others in our national 
economy, it was in this field that the 
convenience-of-the-employer doctrine origi- 
nated, Historically, it first appeared in the 
year 1919 in an administrative ruling of the 
Bureau of Internal Revenue as applied to 
board and lodging for seamen.“ In 1920, 
it was embodied in Regulations 45, Article 
33 through T. D, 2992, 2 CB 76, and has 
remained ever since—with some change— 
part of our income and withholding tax 
regulations.“ In 1921, the Treasury applied 
it to employees in the fishing and canning 
industry,” to hospital help,* to living-in 
domestics,” to state public health trainees 





“1954 Code, Secs. 6041 and 6071; 1939 Code, 
Sec. 147; Regs. 118, Secs. 39.147 and 39.148(a)-1; 
Regs. 116, Sec. 405.501; Sec. 5 of Pub. L. 271 
(August 27, 1949). 

# 1954 Code, Sec. 7203 

*# ©. D. 265, 1 CB 71 (1919). 

“ Regs. 118, Sec. 39.22(a)-3; Regs. 116, Sec. 
405.101 (a). 

* ©. D. 814, 4 CB ®A (1921). 

“0. D. 915, 4 CB 85 (1921) 

"T. T. 2253, V-1 CB 32 (1926) 
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under the Social 


” 


Security Act” and to 


ex-servicemen 


The courts, too, accepted this concept to 
justify the receipt of tax-free benefits. In 
1925, the Court of Claims of the United 
States applied the convenience-of-the-employer 


rule to army officers’ living quarters or their 


cash equivalent,” to plantation managers,” 
to hotel managers,” to employees of sani- 


taria,” to apartment house janitors” and to 


federal housing employees.” 


The Benaglia case of 1940 gave rise to the 

aforementioned current 
118, Section 39.22(a)-3. 
February 29, 1940, 
raneously with these 
“Tf the living 
furnished are not 
furnished for the 


Regulations 
Mim. 5023, approved 
was issued 


Treasury 


contempo- 
and 
quarters or 


regulations states 
meals 
compensatory or are 
convenience of the em- 
ployer, the value thereof need not be added 
to the compensation otherwise received by 
the employee. As a general rule, the test 
of ‘convenience of the employer’ is satisfied 
if living quarters or meals are furnished to 
an employee who is required to accept such 
quarters and meals in 
properly his duties.” ” 


order to perform 
(Italics supplied.) 

later, in Mim. 6472," the 
Treasury substantially restricted the appli- 
cation of the convenience-of-the-employer 
rule. It did not actually revoke it.” It 


merely held that it is only an administra- 


Ten years 


tive test which shall govern only when the 


compensatory nature of the board and 


lodging is not otherwise determinable. It 
defends its new position by citing the obso- 
lete I. T. 2692,” and the case of Herman 
Martin,” which involved a wireless opera- 
tor on a dredging vessel. Mim. 6472 went 

“1. T. 3756, 1945 CB 64. 

* Under 58 Stat. 284, I. T 

» Jones v. U. 8., 1 use 
(1925); T. D 
77, Art. 53 

' Greene v. Kanne, 38-1 usr« 
wali); Renton v. Kanne, 38-1 usre { 9207 (DC 
Hawaii) As late as the year 1928, in Ralph 
Kitchen, CCH Dec. 3888, 11 BTA 855, the value 
of the entire board and lodging was included 
in employee's income, but it was not solely for 
the employer's convenience 

2 Arthur Benaglia et al., CCH Dec 
BTA 838, appeal dismissed, 97 F. 
(CCA-9, 1938), nonacq., 1938-1 CB 35, 
by acq., 1940-1 CB 1; Bruce B#., 
Dec. 12,915-G, 1 TCM 227 (1943) 

R,. Shad Bennett et ux., CCH Dee 
1 TCM 31 (1942), aff'd, 44-1 ust« 
(2d) 961 (CCA-8) 

“Llovd N. Farnham, CCH Dec 
TCM 1049 (1947) 

' Hazel W. Carmichael et al., 
16,397(M), 7 TCM 278 (1948), except one em- 
ployee who was on 24-hour call and another 
who was employed several hours per day. 
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3702, 1944 CB 74 
, { 129, 60 Ct. Cls. 552 
3724, IV-2 CB 136 (1925); Regs 


§ 9206 (DC Ha- 


9802, 36 
(2d) 996 
withdrawn 
Anderson, CCH 


12,873-A, 
{ 9152, 139 F. 


16,055(M), 6 


CCH Dec 


1955 °@ 


into effect on January a 1949, and 
come tax withholding thereunder went into 


effect on January 1, 1951.” 

The Treasury had occasion to apply Mim 
6472, and it did so severely in the case of 
hotel employees with respect to meals and 
lodging,” of a building superintendent with re 
spect to living quarters,” 
ployees 


and of hospital em 
living quarters and 
Yet, the Treasury did hold that an 
apartment house superintendent is not taxabl 
for the value of his apartment where, under the 
New York Multiple Dwelling Law, he was re 
quired to live there.” On the other hand, it 
held that where a partnership operates a hotel, 
the resident partner must include the ap- 
proximate values of the board and lodging 
for himself in his partnership income.” 


with respect to 


meals.” 


Group life, health and hospitalization in- 
surance.—Premiums paid on a life insurance 
policy covering the life of any officer or 
employee when the payer-employer is di 
rectly or indirectly a beneficiary under such 
policy are not deductible, though the 
ceeds therefrom in the 
received by it tax 


pro 
event of death are 
free.” On the other 
hand, life insurance premiums paid by an 
employer on the life of an employee consti- 
tute taxable latter and are 
correspondingly deductible by the employer 

if the employee may designate the bene- 
ficiary or if the death benefits inure to his 
spouse, other dependent or his estate.” This 
is the tax treatment of life insurance policies 
of individual employees. 


income to the 


Group life and other insurance policies 
have been accorded different tax treatment 
Group life,” group health ® and group hospital- 


* 1940-1 CB 14. 

*? 1950-1 CB 15. 

* See footnote 56; 1954 Code, Sec. 61(a); 1939 
Code, Sec. 22(a). 

*® XTI-1 CB 28 (1933). 

® CCH Dec. 11,770, 44 BTA 185 (1941) 

*! Mim. 6543, 1950-2 CB 11. 

@ Cited at footnote 35 

* Cited at footnote 36 

™ Cited at footnote 37. 

" Special letter ruling, December 14, 1950 

* Rev. Rul. 80 (1953) The rental value of a 
dwelling furnished a minister of the gospel is 
excluded from gross income; 1954 Code, Sec 
107; 1939 Code, Sec. 22(b) (6) 

1954 Code, Sec. 264; 1939 
(a)(4); Regs. 118, Sec. 39.24(a)-3 

* 1954 Code, Sec. 61; 1939 Code, Sec 
Weeks, CCH Dec. 18,081, 16 TC 248 
Sturgis, Jr., CCH Dec. 18,121(M), 10 
(1951). 

*#®L. O. 1014, 2 CB 88 (1920); also, 
Art. 33 (1920). 

*” Bureau letter, August 26, 1943 


Code, Sec. 24 
22(a) 
(1951) ; 
TCM 136 


Regs. 43, 
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ization’ premiums have always been de- 


ductible for employers but were not taxable 
income to the employees. 


On February 23 of the crucial year 1950, 
as a consequence of the revised tax think 
ing of the Treasury, it issued Mim. 6477' 
altering its attitude toward the benefits of 
only group life insurance premiums. Sucl 
premiums paid by employers are not addi 
tional income if they provide only current 
term insurance and do not have paid-up or 
substantial values. But premiums paid by 
employers on permanent group life insur 
ance policies constitute taxable income to 
employees. However, if the rights to per- 
manent life insurance benefits are forfeitable 
upon separation from service, premiums paid 
Withholding 
tax procedure applies when the premiums 
constitute additional income. 


are not taxable to employees 


The Treasury in its recent Rev. Rul. 181 
(1953) held that premiums paid by a chari- 
table organization to purchase annuity con 
tracts for its employees are neither income 
to the employees nor wages subject to with 
holding. The employees, however, will be 
taxed when they receive the annuity payments 


Sick benefits—The taxability of em- 
ployee sick benefits has had a confused 
history. In the year 1925, payments, dur 
ing illness, to employees who had no em 
ployment contracts were taxable income 
and not tax-free gifts.” Later, it was held 
that monthly payments to employees retired 
due to disability were also taxable.“ Later 
still, in 1945, under the influence of the 
economic-benefit theory, the Treasury ruled 
that amounts distributed from a _ health 
insurance fund for employees, made up by 
employer contributions pursuant to a col- 
lective bargaining arrangement with a trade 
union, constituted taxable income to the 
employees, but these payments were not 
subject to withholding.” 


Section 22(b)(5) (1954 Code, Section 104) 
excludes from taxation employee benefits 
derived from accident or health insurance 
and from workmen’s compensation But 


' Bureau letter, November 26, 1943 

* Mim. 6477, 1950-1 CB 16, applicable to pre- 
miums due and paid on or after July 1, 1950, 
revising L. O. 1014, cited at footnote 69 See 
also P. S. 65 (November 10, 1950) 

E. B. Tousek, CCH Dec. 449, 1 BTA 1164 

(1925) 

* Cora B. Beatty, CCH Dec. 2632, 7 BTA 726 
(1927) 
* I. T. 3738, 1945 CB 90 
*T. T. 4000, 1950-1 CB 21; I. T. 4015, 1950-1 
CB 23 


Fringe Benefits 


what is insurance? In 1950, the Treasury 
declared that, under the New Jersey Tempo- 
rary Disability Benefits Law, payments 
made to employees under an employer's 
private plan were not taxable income and, 
therefore, not subject to withholding. Un- 
der the comparable California law, benefits 
arising from disability are also tax free.” 
[It also ruled that contributions required of 
employees and assumed by employers under 
the New York Disability Benefits Law are 
additional compensation to employees subject 
to withholding. The Treasury has since re 
versed its New York rule in this regard.” 

Then came the broad official pronounce- 
ment of the Treasury that employees may 
receive sickness benefits tax free, but not 
those that exceed requirements under work- 
men’s compensation law.” Later, the Treas- 
ury denied employees this tax-free fringe 
benefit when it declared that an employer’s 
self-insured plan under New York and New 
Jersey law did not constitute a plan of insur- 
ance under Section 22(b)(5).% Then the 
Epmeier decision™ was handed down in the 
Court of Appeals for the Seventh Circuit, 
which held that, in a private insurance plan, 
payments received from an employer by em 
ployees who are absent because of illness 
or other disability are treated as tax-exempt 
insurance payments. The Treasury there- 
upon announced that it would not follow 
the precedent in the Epmeier case.” 

The Treasury’s most recent announce- 
ments include the fact that disability bene- 
fits in excess of workmen’s compensation 
are taxable income to employees and are 
subject to withholding under Section 1622 
(1954 Code, Section 3402), unless paid as 
damages for personal injuries or sickness 
following a negligence tort law suit. On 
the other hand, it declared that payments 
by employers to promote the rehabilitation 
of their employees injured in tornadoes do 
not constitute taxable income." 


The general confusion with respect to the 
taxability of payments under self-insured 
disability plans prompted the Treasury to 
issue the following summary of its official 


™ Art. 9 of New York's Workmen's Compensa- 
tion Law, I. T. 4010, 1950-1 CB 30, rev'd, Rev 
tul. 130 (1953); I. T. 4060, 1951-2 CB 11 

* I. T. 4015, cited at footnote 76 

*TI. T. 4107, 1952-2 CB 73, modifying I. T 
4000, 1950-1 CB 21 

” Epmeier v. U. 8., 52-2 ustc § 9510, 199 F 
(2d) 508 (CA-7) 

" Bureau of Internal Revenue Information 
Service, No. Il. R. 047, March 26, 1953 

tev. Rul. 103, applicable on August 1, 1953, 

and thereafter, rev'g I. T. 3306, 1939-2 CB 149; 
Rev. Rul. 131 (1953) 
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attitude: When contributions are made by 
employees to a trust fund for sickness and 
injury benefits not covered by workmen’s 
compensation, payments thereunder are tax- 
able to employees even though the employer 
may have to add to the fund to meet statu- 
tory or agreed requirements. This ruling 
thus rejects the decision in the Epmeier 
case. When no employee contributions are 
made to such a trust fund and all payments 
are made directly by the employer, such 
payments are taxable income subject to 
withholding and presumably are deductible 
by the employer. It is immaterial that the 
plan has the approval of state authorities 
under laws similar to the New York State 
Disability Benefits Law. This overrules 
earlier determinations that such payments 
tax exempt because of state approval 
prior to the issuance of I. T. 4107, 1952-2 
CB 73. Disability insurance purchased by 
employer premiums are taxable income to 
employees and deductible 
Payments 
exempt to employees 


were 


expense to the 


employer thereunder 


are tax 

Nonoccupational disability benefits under 
a self-insured plan are not exempt where 
the contributions are made by the employer 
and employees; the benefits are scaled to 
regular wages, and no separate entity is 
established to receive the funds and administer 
the plan Jenefits received under such a 
self-insured plan are taxable to the employee 
and subject to withholding to the extent 
that they exceed the employee's contributions.” 

As for employee medical services, the 
Treasury has ruled, as recently as 1951, that 
they are not wages subject to withholding 
because they are relatively small in 
and furnished merely as a means of 
promoting employee health, good will, con 
tentment and efficiency.” 


value 
are 


Awards.—There are a variety of 
with corresponding tax results 


awards 


If the award is actually a reward for the 
performance of a special service, such as 


“Rev. Ruls. 208, 209 
Ruls. 54-1, 54-2 (1954). 

™ 1939 Code, Sec. 1621(a); 
405.101 as amended by T, D 

"©. D. 602, 3 CB 93 (1920) 

*G. C. M, 5881, VIII-1 CB 68 
Rul. 54-110; Bradley, CCH Dec 
TCM 207 

]. T. 4056, 1951-2 CB 8; Ti Li 
Dec. 20,302, 22 TC 220 

™ Telegram dated October 28, 1943 (private) 

” Herbert Stein, CCH Dec. 17,561, 14 TC 494 
(1950): Turner et al., CCH Dec. 20,335(M), 13 
TCM 462 

”" Pauline C. Washburn, CCH Dec. 14,900, 5 
TC 1333 (1946): Bates v. Glenn, 53-2 ustc { 9569, 
144 F. Supp. 445 (DC Ky.), aff'd { 9118 
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and 210 (1953); Rev 


Regs. 116, Sec 
5828, 1951-1 CB 111. 


(1929); Rev 
20,204(M), 13 


Loo, 


CCH 


55-1 ust« 


March, 


1955 °@ 


the prevention of a bank robbery, it is tax 
able income.” If an award is conferred on 
one for what one has achieved, and not as 
a result of a competitive examination, it is 
a tax-free gift. It has been determined, by 
Rev. Rul. 54-110, I. R. B. 1954-14, 4, that a 
Pulitzer Prize award for distinguished past 
editorial writing is a tax-free gift. Simi- 
larly, a gift received at a business testimonial 
dinner is not taxable income.” If the 
recipient of an award or fellowship must 
render services, it is clearly not a gift, but 
taxable income;™ suggestion awards consti- 
tute taxable wages subject to withholding 
of income tax at the source.” The afore- 
mentioned awards must be differentiated from 
contest prizes 

Prizes won in contests either are taxable 
as income or are tax-free gifts. If'the con 
test is sponsored by a business concern for 
advertising or business promotion, and the 
contestant actively participates, the 
are taxable 


prizes 
This accounts for the fact that 
the winner in an economics essay contest 
received a taxable award,” but the winner 
(without effort) of a chance “Pot O’Gold” 
or door prize won a tax-free gift.” It 


been decided that a Guggenheim 


has 
Research 
Fellow receives a stipend which is nontax 
able income.” The law is in confusion as 
to the tax consequences of awards made by 
a nonproht organization 
Prize given by the 
tion,” the prize awarded by a 
organization on arc welding™ and the prize 
in a musical contest ™ conferred by a 
proht 
income 


The Ross Essay 


) 


American Bar Associa 


nonproht 


non 
taxable 
It might be said now that the rule since 
the last-mentioned that prizes won in 
philanthropic contests yield taxable income 


organization all resulted in 


case 15 


Severance pay, military leave, courtesy 
discounts and training costs.—Severance or 
separation payments made voluntarily by an 
employer directly to a retiring or discharged 
employee constitute taxable income to the 
ex-employee ” and are subject to withholding.” 


(CA-6, 194). See Ralph A. Reynolds et al. 1 


ee 
Calif.) 

" George W 
y L & , No. 37 

“" McDermott v 
* 9340, 150 F. (2d) 585 (CA of D. C.), 
Dec. 13,951, 3 TC 929; but see I. T 
CB 13. 

" Amirikian v. U. 8., 
(2d) 442 (CA-4), 
Supp. 263. 

“Uv. 8. wv 
U. S. 711. 

* Bureau letter, December 12 

"Regs. 116, Sec. 405.101 
Code, Sec. 1621(a). 
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54-1 ustc { 9297, 118 F. Supp. 911 (DC 


Stone, Jr., CCH Dec. 20,657, 23 


Commissioner, 54-2 wste 
rev'g CCH 
3960, 1949-2 


52-1 
rev'g 51-1 


{ 9366, 197 F 
{ 9391, 100 F 


usT« 
usT¢ 
Robertson, 52-1 ustce { 9343, 343 

1946 (private) 
explaining 1939 





Payments made to employees on military 
leave constitute taxable income,” whether 
payments are made to them or to their de- 
pendents.” Employers expected to 
withhold income tax on these payments.” 
This also applies to the pay received by the 
National Guard and Army and Navy Reser 
vists for attendance at camps.” 


are 


Employee courtesy discounts must not be 
confused with trade and cash discounts 
Trade discounts are customarily deducted 
from gross sales, while cash discounts are 
deducted from gross sales or are treated as 
deductible business expense. Courtesy dis- 
counts on purchases, on the other hand, are 
deductions from the list price of merchan- 
dise offered employees; they are not treated 
as taxable income and, therefore, are not 
subject to withholding at the source. The 
rationale seems to be that these discounts 
are intended to promote employee health, 
good will, contentment and efficiency. 


Training expenses for a career,” for se- 
curing a license to practice a profession,™ 
for seeking a public office,“ for fulfilling 
one’s personal ambitions, and for maids so 
as to be able to be gainfully employed” are 
personal and 
However, 


expenses 
deductible. 


are, therefore, not 
where the 
instruction and other expenses are incurred 


cost of 


in order to maintain or 
isting 


continue in an e€x- 

allowable deduc 
Fees paid by a professiona! singer ™ 
and expenses for tuition, board, lodging and 
traveling paid by a teacher at summer school 
in order to obtain a renewal of a teaching 
certificate” are deductible. The most re 
cent taxpayer decision in this regard is the 
Situation in 


position, they are 


tions. 


which a tax lawyer was per- 
mitted a deduction for fees, board, lodging 
and traveling expenses in connection with 

" Treasury Department 
140, November 19, 1940 

“I. T. 3602, 1943 CB 64 

” Letter ruling, July 20, 1944 

™ Public Relations Division, 
June 2, 1947 

S. S. T. 302, 1938-1 CB 456 

3402 1939 Code. Sec 1622; 
405.101, as amended by T. D 
1951 

m Knut F 
956 (tuition 
evening 


Release No 


Press 


Press Release, 

1954 Code, Sec 
Regs. 116, Sec 
5828, January 22, 


Larson, CCH Dec. 18,007, 15 TC 
books and other expenses for 
engineering courses); T. F. Driscoll, 
CCH Dec. 1666, 4 BTA 1008 (voice culture for 
professiona! activity) 

m Louis &, Levy et al., CCH Dee. 12,915-F 
1 TCM 226 (1943) (defense expenses in a, dis- 
barmen’ proceeding) 

™ Michael F VcDonald, 
1 TC 728, aff'd, 43-2 ust 
400 (CCA-3), aff'd, 44-2 ust 
(judge's campaign expenses) 

™ Mildred A. O’Connor, CCH Dec 
TC 323 (maid expenses, both 


CCH Dee 
{ 9677, 139 F 
€ 9516 


13,033 

(2d) 
323 U. S. 57 
15,004, 6 


spouses em- 


Fringe Benefits 


his attendance at a professional tax conte: 
ence to maintain perfection in his specialty. 


Taxwise, these educational costs must be 
distinguished from those incurred by em 
ployers in behalf of their employees. The 
latter situation creates the fringe problem 
While the employer is entitled to this fringe 
deduction, the question is: Is this privilege 
or benefit taxable income to the employee? 
The only pertinent ruling is an old one and 
holds that the value of books and tuition 
is included in the gross income of em 
ployees if they are required to attend school 
to stay employed.” But tuition and mainte 
nance stipends received by state publi 
health trainees under Title V of the Social 
Security Act” constitute tax-free gifts and 
are not, therefore, subject to withholding 
under the 1954 Code, Section 3402.™ 


Entertainment and recreation._-Where en- 
tertainment expenses are incurred to further 
one’s trade or business, they are deductible 
by the benefactor, and their worth does not 
constitute income to the beneficiaries.“ The 
cost of entertaining customers in one’s home 
is also properly deductible. Reimbursements 
to a corporate president for travel and en- 
tertainment expenses that he advanced are 
fully deductible.” Therefore, expenses in 
curred as a personal sport, hobby or recrea 
tion are disallowed tax deductions, but are 
deductible if they are in the 
business operational cost 


nature of a 


Is the value of the entertainment and 
recreation supplied employees taxable in 
come to them? 
offered by 


These facilities and services 


employers are tax free to em 


ployees because they are intended to pro 


thei 


or efficiency, and are not 


mote health, good will, contentment 


wages.’ 
ployed); Eugene H,. 
17,155(M), 8 TCM 72 
where wife employed) 

Frieda Hempel, 
TCM 743 (1947) 

m™ Nora P. Hill v. Commissioner, 50-1 vere 
* 9310, 181 F. (2d) 906 (CA-4), rev'g CCH Dee 
17,166, 13 TC 291; I. T. 4044, 1951-1 CB 16, 
modifying O. D. 892, 4 CB 209 (1921), and 
QO. D. 98A, 5 CB 171 (1921) 

1m Coughlin v. Commissioner, 53-1 usr: 
202 F. (2d) 307 (CA-2), rev’'g CCH Dec 
18 TC 528 (1952) 

mT. T. 1304, 1-1 CB 72 (1922) 

49 Stat. 629 (1935) 

i T. T. 3756, 1945 CB 64 

2 1939 Code, Secs. 23(a)(1)(A) and 22(n)(3) 
corresponding to 1954 Code, Secs. 162 and 62 

™ Heil Beauty Supplies, Inc., CCH Dee 
18,029(M), 9 TCM 1125, aff'd, 52-2 ustc 1 9496 
199 F. (2d) 193 (CA-8) 

* See footnote 101 


Lorenz, 
(1949) 


CCH 
(maid 


Dec 
expenses 
CCH 


Dec, 15,888(M), 6 


9321 
19,034 





Supper money, free lunches, convention 
expenses, transportation and traveling ex- 
penses.—Employees who voluntarily per- 
form extra labor after regular hours for the 
convenience of the employer and receive 
supper money do not thereby add to their 
taxable income.” However, where an em- 
ployee received a bonus for overtime serv- 
ice, he was not allowed a deduction for the 
cost of evening meals.” 


Free lunches to employees might also be 
considered tax free on the theory of pro- 
moting their health, good will, contentment 
or efficiency.” 


Convention expenses in 
sending representatives, at first, 


deductible business expenses,’” but in 


connection with 
were not 
1931 
the Treasury reversed its attitude in this 
regard.” Accordingly, expenses in connec- 
tion with the 
church conference or to an 


sending of a delegate to a 
American Legion 
convention are not deductible, to the extent 
that they are 
employee who is sent by his employer to a 
business convention could hardly be charged 
with earning 


not business expenses.” An 


additional when it is 
done within the line of duty and frequently 
unwillingly. 


Rul, 54-147 that transporta 
tion, but not food, allowances to employees 
constitute 


income 


Rev states 


income subject to tax, but cor 


responding amounts 


may be deducted as 
travel expenses as long as the work is tem- 
porary or of indefinite duration. These 
not subject to withholding, 
but if they aggregate $600 or 
must be reported on 
1099. Trainmen’s nonreimbursed layover 
expenses at terminals are deductible 


allowances are 


more they 


information Form 


Traveling expenses of short trips (not 
overnight) are deductible, and the taxpayer 
may use the standard deduction. The 


Treasury rule is to the contrary; it says that 


m O. D, 514, 2 CB 90 (1920) 

™ Louis Drill, CCH Dee 
(1947) 

"7 See footnote 101 

™ T. T, 1369, I-1 CB 123 (1922) 

“TT. 2602, X-2 CB 130 (1931): Wade H 
Ellis, CCH Dec, 4993, 15 BTA 1075 (1930), aff'd, 
2 uste { 731, 50 F. (2d) 343 (CA of D. C.) 

207 T, 1988, III-1 CB 198 (1924) 

Rev. Rul. 190 (1953), revoking S. S. T. 413 
(1941); Don W. Weaver et al., CCH Dec 
20,041(M), 12 TCM 1421 Waters, CCH Dee 

Scott v. Kelm, 53-1 vwsre 


16,873, 12 TC 414; 
1 9267, 110 F. Supp. 819; Hammond, CCH Dec 
{ 9394, 213 F 


15,740, 8 TC 902 


19,630, 20 TC 285, aff'd, 54-1 
(2d) 43 (CA-5) 

2G. C. M. 19662, 1938-1 CB 118 

2G. C. M. 19790, 1938-1 CB 118; I. T 
1938-1 CB 348, revoking I. T. 1488 
(1922) 


184 


usT¢ 


3176 
I-2 CB 145 


March, 


1955 ° 


must be absent 


unreimbursed 


a taxpayer 
deduct 
income. 


overnight to 
expenses from 
Living expenses while away from 
home are deductible if the taxpayer is in a 
travel status. 


sarily 


gross 


One’s tax-home is not neces- 
domicile; it appears to be 
where one conducts one’s primary business 
operations, 


one’s 


It is possible, therefore, for one 
to have a double set of living expenses with- 


til 


out being permitted to deduct either set.” 


Expenditures for uniforms.—The cost of 
clothing is ordinarily a 
and, therefore, not 


personal expense 
deductible — but not 
The official 
specialized 


when it is specialized as to use 
pronouncement that 
warranted a business deduction originated 
in the year 1938. It applied to the purchase 
price and cleaning costs of jockey apparel.™ 
Other specialized clothing was later added 
baseball players’ uniforms in 1938; police 


clothing 


men’s and firemen’s helmets, rubber coats 


and rubber boots in 1940; in 1951, 
finishers’ overshoes, rubber 
lin 1954, 


uniforms and musicians’ formal attire.” Be 


cement 
shoes and cot 
ton gloves; an streetcar motormen’s 
cause their working apparel was not special 
ized, the cost and maintenance expenses for 
the following classes of workers were disal- 
lowed: building 
textile workers 


auto mechanics,™ 
tendents,™ 


superin- 
and machinists. 

Finally, in 1950, the Treasury made its 
current official 
deductibility of 
forms. 


pronouncement < to the 
expenditures for all uni 
It provides that 
lowable for the 
that is 


a deduction is al- 
cost of wearing apparel 
required by and used 


solely in the taxpayer’s business and is not 


130 


specifically 


adaptable for nonbusiness life 


Of course, in computing gross income, an 
employee may deduct his actual expenses 
for uniforms up to, 


but not exceeding, the 


amount which he receives as an allowance 


or reimbursement The excess of 


therefor 

47. T. 3373, 1940-1 CB 28 

'% Willard I. Thompson, CCH Dec. 17,924, 15 
TC 609, rev'd, 52-1 ustc { 9124, 193 F. (2d) 586 
(CA-10): Walter H. Crossland et uz. v. U. 8., 
54-1 ustc § 9243 (DC Tex.); Wilson J 
CCH Dec. 20,648, 23 TC No. 32 

%% John Sito, CCH Dec 17,431(M) 8 
1105 (1949) 

Case cited at footnote 116 

20. BE. L. Mullins, CCH 
TCM 418 (1947) 

“0 W. H. Pennington, 
9 TCM 955 (1950) 

“ Mim. 6463, 1950-1 CB 29, revoking in part 
O. D, 951, 4 CB 209 (1921), and I. T. 1488, I-2 
CB 145 (1922), and broadening I. T. 3373, 1940-1 
CB 28, and G. C. M. 19662, 1938-1 CB 118. The 
Commissioner acquiesced in Marcus O. Benson 
et ux., CCH Dec, 13,231, 2 TC 112, aff'd, 45-1 
ustc © 9109, 146 F. (2d) 191 (CCA-9) 


Fisher, 


TCM 


Dec. 15,760(M), 6 


CCH Dee. 17,930(M) 
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the cost of the uniform over the reimburse- 
ment is deductible, provided the taxpayer 
does not claim the standard deduction. 
Such reimbursements are not subject to 


withholding. 


Reimbursement of occupational expenses, 


such as tools, safety clothing and detonating 
caps, does not constitute wages and also is 
not subject to withholding.” 


Automobile expenses.—The purchase price 
and the operating cost of an automobile for 
personal use are not deductible. Where 
an employer acquires and maintains an au 
tomobile for the use of an executive in the 
conduct of its business, it may take appro 
priate deductions, and the employee is not 
subject to tax for its use. However, to the 
extent that it is put to the personal use 
of this executive, it constitutes 
taxable compensation.” Accordingly, a cot 
which automobiles for the 
personal convenience of its sole stockholder 
officer is not entitled to deductions for 
depreciation and operating expenses.™ The 


additional 


poration owns 


burden of proof is on the taxpayer to show 
the extent to which 
for business.” 


] 


automobiles are used 


Employees who use their own automo 
biles in “one-day travel” for their employers 
are not entitled, in computing their ad 
justed gross income, to deduct any of their 
nonreimbursed expenses, including automo 
bile expenses, unless the standard optional 

This 1s the 
Internal 


rul 
Revenus 
Tax Court is some 
variance with it. 


claimed 
as promulgated by the 


deduction is not 


Service. The view of the 
what at It maintains that 
the travel must be away from home but not 


necessarily overnight.” 


Employment agency fees and Christmas 
bonuses.—Expenditures incurred in search 
of work are 
deductible ;™ 


personal and, therefore, non 


but fees paid to secure « mploy- 


1 As applied to policemen, I. T. 3978, 1949-2 
CB 24 

i322] T. 3755, 1945 CB 321. 

133 Rodgers Dairy Company et al., CCH Dec 
17,453, 14 TC 66 (1950). 

i” Fred W. Leadbetter et al., CCH Dec. 10,625 
39 BTA 629, acq. and nonacq., 1939-2 CB 22, 56 

25 Lawrence W. Schwartz et al., CCH Dec 
18,319(M), 10 TCM 462 (1951); Paul McWil 
liams, CCH Dec. 17,901(M), 9 TCM 866 (1950) 
Silvio Amoroso, CCH Dec, 18,167(M), 10 TCM 
186, aff'd, 52-1 wusre 99135, 193 F. (2d) 583 
(CA-1): Willard I. Thompson et al., CCH Dec 
17,924, 15 TC 609 (1951); W. M..Webster, Jr., 
CCH Dec. 17,739(M), 9 TCM 523 (1950) 

1% Waters, cited at footnote 121, but see 
Frank N. Smith et al., CCH Dec. 20,223, 21 
TC 991 
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ment are deductible.” To the extent that 
the employer reimburses the employee such 
agency fee, the employee sustains taxable 
income. 


Despite the etymological origin of the 
word bonus, Christmas bonuses constitute 
additional taxable compensation.™” This is 
the general rule. Yet, the Board of Tax 
Appeals has, at least on one occasion, held 
that such a bonus was actually a tax-free 
gift.” 


Cost-of-living allowances.—Cost-of-living 
allowances of government employees abroad, 
pursuant to Section 204 of the Independent 
Offices Appropriations Act of 1949, 62 Stat. 
194, are not wages subject to withholding. 
However, a post differential as a recruit- 
ment incentive constitutes 
subject to withholding,™ 
United States Educational Foundation in 
China*’ and government employees in the 
territories and possessions” are not taxed 
under 1954 Code Section 912 on their cost- 
of-living allowances and the value of quar- 
ters furnished them, but are taxed on those 
for environmental factors as a recruitment 
incentive. 


wages and is 
Employees of the 


There is no comparable tax-free treat- 
ment for the cost-of-living allowance in 
private industry. In three recent cases, em- 
ployees were taxed on amounts contributed 
by their employers 


’ 


for the purchase of 
homes necessitated by the removal of em- 
The Treasury has recently 


It holds 


circumstances the 


ployers’ plants 
clarified its position in this regard. 
that 
bursement of 


under such reim- 
an employee’s family-moving 
expenses, exclusive of board and lodging, is 
not taxable income, and is nevertheless de- 


ductible by the employer. 

More recently, the subsistence allowance 
New Jersey was de 
Tax Court; the cost 


ol state 


clare d 


troopers in 
taxable by the 


iam]. T. 1397, I-2 CB 145 (1922); Mort L. 
Bialer, CCH Dec. 2084, 5 BTA 1181 (1927). 

8 ©. D. 579, 3 CB 130 (1920). 

49 N. H. Van BSicklen, Jr., 
33 BTA 544 (1935); I. T 
(1923); Painter v 
110 F. Supp. 503 (DC 

1” John J 
memo. Op., 
713 (CCA-6) 

41 Rev. Rul. 54-40 

Shirley Hudson, 
926 (1953) 

43 Rev. Rul. 237; IR-Mim. 322 

4 Jesse 8. Rinehart, CCH Dec. 19,070, 18 TC 
672 (1952); LeGrand v. U. 8., 52-2 ustre § 9419, 
105 F. Supp. 177 (DC Ohio); Forest W. Rice 
et al., CCH Dec. 20,287(M), 13 TCM 394; Rev. 
Rul. 54-429, I. R. B. 1954-40, 15 


CCH Dee. 9148, 
1600, IIl-1 CB 184 
Campbell, 53-1 { 9274, 
Tex.) 
Hoefle, CCH 
aff'd, 40-2 ust 


usTC 
Dec. 10,045(M), BTA 
{ 9673, 114 F. (2d) 


CCH Dec. 19,857, 20 TC 
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of their meals was denied deductibility but 
was reversed by the Third Circuit Court of 
Appeals.” And a maintenance engineer 
was taxed on the value of living quarters 
furnished him in connection with his em- 
ployment at a state institution. Although his 
duties required him to be available 24 hours 
per day, the value of the quarters consti- 
tuted compensation under state law.™ 


Payments to employee’s widow and death 
benefits.—The early tax treatment for pay 
ments to widow—when they 
were made simply in recognition of the em- 
ployee’s services—were tax-free gifts to the 
recipient” and constituted corresponding 
deductions for the employer,” provided the 
payments were made for a limited period 
of time 


employee's 


two years or 29 months.” How- 
ever, in 1942 and in 1946, the courts taxed 
these benefits;™ nevertheless, as 


employer deducted these benefits 


ever, the 


In 1950, the Treasury officially pronounced 
its attitude on the question for the year 
1951 and thereafter. Payments to the widow 
of a deceased employee are taxable to the 
widow when they are made in recognition 
of services rendered by the employee or in 
accordance with a contract 

The Tax Court seems to have repudiated 
the Treasury’s position in this regard by 
permitting the widow of a deceased em- 
ployee to receive tax free what would have 
otherwise been five months’ 
of the latter.” 


compensation 


The payments made by an employer to 
an employee’s beneficiary must meet the 
test as to the aggregate 
amount, irrespective of the number of years 
over which they are allocated. They consti 
tute proper deductible accruals depending 
on when the employer obligates himself to 
make the payments (Rev. Rul. 54-625, 
I. R. B. 1954-52, 13) 

In addition to these benefits payable to 
widows, payments to beneficiaries of a de- 
ceased employee in an expressed enforceable 


reasonableness 


contract are excluded from gross income in 
the vear 1951 and thereafter in an amount 


not in excess of $5,000 paid by any one 

* Robert H 
TC 630, 
(CA-3) 

™ Doran, CCH Dec 

“17. T. 3329, 1939-2 CB 153; O. D. 1017, 5 CB 
101 (1921); T. D. 2090, December 14, 1914; 
Louise K. Aprill, CCH Dec. 17,275, 13 TC 707 
(1950) 

“* Regs. 111, Sec. 29.23(a)-9. 

1” T T. 3329, cited at footnote 147; J. Putnam, 
Inc., CCH Dec. 17,785, 15 TC 86 (1952). 

1” McLaughlin Gormley King Company, CCH 
Dec. 16,622, 11 TC 569 (1948) 
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20,131, 21 
(2d) 768 


20,043, 21 TC 374. 
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employer with respect to any single widow, 
and the employer enjoys a corresponding 
deduction.” Payments to employee's widow, 
the death benefits to the beneficiaries of an 
employee and the unpaid compensation of a 
deceased employee are not subject to with 
holding.” The 1954 Code has liberalized 
this employee death benefit, but, on the 
other hand, Section 101(b)(2)(A) has lim 
ited the amount with 
employee to $5,000 


regard to any one 


Judicial History 
of Economic-Benefit Theory 


Too few court decisions involving the 
economic-benefit theory as applied 
benefits have been rendered to state with 
certainty whether courts will follow a con 
sistent pattern with respect to the problem 
Some interesting cases have arisen, however 


fringe 


In Gunnar Van Rosen,” during part of a 
year while an army vessel was being con 
verted into a hospital ship, its civilian cap- 
tain, working on the ship, lived at his 
permanent home near the drydock because 
of the absence of living facilities on board 
Under his employment contract, he re- 
ceived, during this interval, base pay and a 
cash allowance subject to withholding “in 
lieu of subsistence and quarters.” The Tax 
Court held this cash allowance to be addi- 
tional income. The taxpayer was not, how 
ever, taxed on the definitely measurable 
economic value of the board and lodging 
his employer furnished him for the other 
part of the year when his ship 
operation, because he could not otherwise 
perform his regular required duties. This 
distinction is hardly convincing. The dif- 
ference was the fact that in one instance 
he did, and in the other he did not, receive 
additional cash. It is difficult to decide 
from this whether or not the 
Court was upholding the 
the-employer 
benefit theory. 

In 1953, in Henry M. Lees,” the 
ury’s new economic-benefit 
prevail. The ° 


was in 


case Tax 
convenience-o! 


doctrine or the economic 


Treas 
theory did not 
Tax Court held that the value 


1 Sutro v. U. 8., 42-2 ustc § 9523 (DC Calif.): 
Flarsheim v. U. 8., 46-1 ustc § 9305, 156 F. (2d) 
105 (CCA-8). 

“27 T. 4027, 1950-2 CB 9, following Varnedoe 
v. Allen, 46-2 vustc 19395, 158 F. (2d) 467 
(CCA-5), cert. den., 330 U. S. 821 (1947); Ruth 
Hahn, CCH Dec. 20,249(M), 13 TCM 308 (1954) 

88 1939 Code, Sec. 22(b)(1)(B) 

47. T. 3737, 1945 CB 319 

%6 CCH Dec. 18,635, 17 TC 834 (1952) 

46 CCH Dec. 19,635(M), 12 TCM 472 (1953) 
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of the living quarters furnished an employee 
is not compensation where the quarters 
were furnished a supervising concrete in- 
spector whose presence was required day 
and night, even though the employer had 
withheld income tax for the value of the 
quarters. 


On the other hand, the same Tax Court 
in 1953, in Charles H. Hyslope,™ held that 
state troopers of Indiana received additional 
taxable income to the extent of their reim- 
bursements in the annual sum of $842 for 
various expenses, including meals purchased 
during official duty. A United States dis- 
trict court reflected the same kind of think- 
ing in 1953 in Bruen v. Sturr,” when it taxed 
and ordered withholding tax on the value 
of the maintenance furnished by the State 
of New York to its employees of mental 
institutions though they were required to 
live at the institutions and to be available 
at all times. In these cases, maintenance 
was spelled out as compensation in the 
employment contracts, which precluded the 
application of the 
ployer rule. 


convenience-of-the-em- 


In the Saunders case, the Tax Court again 
held that the subsistence allowance of state 
troopers—this time, those of New Jersey— 
was taxable because their employment con- 
tracts treat this fringe benefit as additional 
compensation, and its economic value is 
However, the Third Circuit 
Court of Appeals reversed this decision be- 
cause, as it pointed out, the subsistence 
allowance was primarily for the convenience 
of the employer so that the trooper would 
be able to devote more working time to the 
community.” 


The Tax Court persists in supporting 
the new Treasury thinking in regard to the 
taxability of fringe benefits. The value of 
tood and lodging furnished sanitarium phy- 
sicians was held to be includable in their 
gross incomes as part of compensation, 
although furnished for the convenience of 
the hospital.” 


measurable. 


1954 Code 


Congress rightfully undertook to grapple 
with the national, economic, social and tax 


fringe-benefit 
Internal 


problems. It 
Revenue Code of 


did so in its 
1954. It treats 





ist CCH Dec. 19,956, 21 TC 131 (1953). 

853-2 ustc | 9630 (DC N. Y.); Diamond v. 
Sturr, 53-2 ustc { 9329, 116 F. Supp. 28 (DC 
N. Y.). 

1” Saunders, cited at footnote 145. 
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specifically (1) transportation expenses, (2) 
business expenses of outside salesmen, (3) 
prizes and awards, (4) employee death 
benefits, (5) payments for injury and sick- 
ness, (6) scholarships, (7) meals and lodg- 
ing, (8) subsistence payments to police 
officers and (9) cost-of-living allowances for 
government officials. 


Transportation expenses. — Heretofore, 
business transportation expenses were de- 
ducted from an employee’s gross income 
only if they were reimbursed by the em- 
ployer or if they were incurred while away 
from home—and with the added Treasury 
requirement of being absent overnight. 
Otherwise, business transportation expenses 
were not deductible unless the employee 
was willing to forego the use of the stand- 
ard deduction and to itemize all of his de- 
ductions. Section 62(2)(C) of the new Code 
accords employees the same tax treatment 
that now obtains for self-employed persons. 
Thus, employees will be permitted to deduct 
business transportation expenses — except 
commutation costs—irrespective of the mode 
of travel, in arriving at adjusted gross in- 
come, even though they are not reimbursed 
by the employer or the expenses are not 
incurred in travel away from home. The 
employees’ deductible local transportation 
expenses do not include the cost of meals 
and lodging. Consequently, employees will 
be able to deduct business transportation 
expenses and still use the standard deduction.” 


Business expenses of outside salesmen.— 
Heretofore, the business expenses of out- 
side salesmen experienced the tax treatment 
of the above transportation expenses. The 
1954 Code considers outside salesmen as 
self-employed persons for federal tax pur- 
poses so that they may enjoy the latter’s 
tax advantages. Accordingly, outside sales- 
men with respect to their business expenses, 
such as secretarial help, meals, split com- 
missions and the like, are permitted deduc- 
tions in arriving at adjusted gross income 
even though also use the standard 
deduction. The House Ways and Means 
Committee report defines an outside sales 
man as one principally engaged in 
capacity 


they 


such 


Prizes and awards.—Section 74 eliminates 
some of the confusion now apparent in the 


1 Brasher et al., CCH Dec. 20,410, 22 TC —, 
No. 82; Robert D. Bartilson, CCH Dec. 
20,704(M), 13 TCM 1117. 
11954 Code, Sec. 62(2)(C); 
83d Cong., 2d Sess., pp. 9, 169 
21954 Code, Sec. 62(2)(D); S 
83d Cong., 2d Sess., pp. 10, 170 


S. Rept. 1622, 


Rept. 1622, 
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court decisions pertaining to the taxability 
of prizes and awards. This provision sub 
jects to tax all prizes and awards except 
those made in recogniticn of past achieve- 
ments of a religious, charitable, scientific, 
educational, artistic, literary or civic nature, 
where the recipient is selected without any 
action on his part 


substantial 


and is not 
future Hence, 
employee awards, door prizes and television 
gifts are all taxable. Section 74 of the 1954 
Code interesting 
question 


required to 


render services 


raises an constitutional 
Is not the enrichment attending 
the receipt of a prize or an award tax free 
under the Sixteenth Amendment to the 
Constitution where no significant effort or 
investment is made by the recipient? 


Employee death benefits.— The earlier 
law provided a special exclusion up to 
$5,000 for payments by an: employer to 
beneficiaries of a deceased employee, pro 
vided the employer is contractually obligated 
to make them, and provided the employee 
has a forfeitable right to the benefit before 
death. The new legislation purports to be 
more liberal. There need not be a contractual 
obligation on the part of the employer, and 
the tax-free receipt of these payments ap- 
plies to distributions under a qualified em 
ployees’ profit-sharing plan, pension or stock 
bonus trust or annuity plan, whether or not 
the employee’s rights are forfeitable while 
living, where the distributions are made by 
reason of the death of the employee and 
made within one year after the decedent's 
death. The new provision eliminates, how 
ever, the tax loophole of multiplying cor 
porate employers to effect a multiplicity of 
the $5,000 exclusions by limiting the exclu 
sion to $5,000 with respect to the death of 
any employee. 


Payments for injury and sickness.—-Under 
the previous law, amounts received as acci- 
dent or health benefits were exempt only 
if the benefits were paid under a contract of 
insurance, The that frequently 
arose was whether a self-insured plan quali- 
fies. The new law eliminates the distinction 
between an insured and a noninsured plan. 
Benefits for personal injuries or 


question 


sickness, 
not necessarily job-connected, received by 
an employee to reimburse him for expenses 
he incurred for medical rendered 
him, his spouse and dependents are tax free 
They are excluded up to $100 a week (minus 
benefits under nonqualified plans) if received 


as compensation for 


services 


loss of 


wages without 


18 1954 Code, Sec. 101. 
1954 Code, Secs. 104-106; S 
83d Cong., 2d Sess., p. 186 
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Rept. 1622, 


March, 
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regard to the period the employee is absent 
senefits received under employer-financed 
plans are taxed in full if they do not meet the 
qualifying tests. If an employee’s absence 
is due to illness and not injury, such pay- 
ments are taxable during the first seven days 
of illness, unless he had been hospitalized 
during at-least one of these seven days 


For the benefits to qualify, plans must be 
for the exclusive benefit of employees and 
must meet tests designed to 
crimination as to 
and benefits, 


prevent dis 
coverage, 
which are 


contributions 
generally similar 
to those to be used to qualify pension plans 
But the Senate report does say that an em- 
ployer’s plan may cover only one employee. 
In addition, employees must 
forceable 


have an en- 
right 
accident 


to the benefits 
and health benefits are not 
available to proprietors and partners 


Obviously, 
these 


It is also clear that while employers’ 
tributions to sickness 


con- 
and accident plans 
are deductible, they are not taxable to the 
employees in whose behalf they are made 
The exclusion does not depend on whether 
the employer’s contribution is made directly 
to a fund or in the form of payment of pre- 


miums for individual or health 
164 


group and 


insurance 

Scholarships and fellowships.—T he earlier 
rule was that the amount of a grant or 
fellowship was includable in gross income 
unless it could be established to be a tax- 
free gift. The new law contemplates ex- 
cluding such amounts from taxable income 
for students at an 


accident 


educational institution, 
except if they are payments for research or 
teaching, or are continuing salary while on 
leave. If such students must also render 
services, the exclusion would not apply to 
that portion which, in reality, constitutes 
compensation. In the case of individuals 
who are not candidates for degrees, the 
grant is excluded only if the grantor is a 
tax-exempt educational or government agency 
and the annual excludable amount is $300 
multiplied by the number of months for 
which the recipient received the grant. The 
exclusion cannot exceed 36 months.” Much 
controversy must be anticipated as to who 
qualify as proper students. 

Meals and lodging.— Under the prior law, 
the value of meals and lodging had come to 
be taxable to the employee if it was deter- 
minable in amount and 
in nature, even if the 


was compensatory 


meals and lodging 


were provided for the convenience of the 


5 1954 Code, Sec. 117 
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employer. The new law provides that even 
if compensatory in nature, the value in kind 
of meals is to be excluded from the em- 
ployee’s income if it is furnished at the 
place of employment for the convenience 
of the employer; the value in kind of lodg- 
ing is tax free if. it is furnished for the 
convenience of the, employer and the em- 
ployee is required to accept the lodging as 
a condition of employment. The 
recited in contracts or in statutes 


166 


terms 
are not 
decisive. 

Subsistence payments to police officers.— 
Subsistence payments to policemen of the 
District of Columbia, a state, territory, pos 
session or a subdivision thereof, were doubt- 
fully includable in their taxable 
under the earlier The new 
vides an exculsion 


income 

pro 
from gross income, not 
to exceed $5 a day, for subsistence allow- 


law. law 


ances paid to such officers because they are 
required to make frequent trips away from 
their posts.” 

Cost-of-living allowances. — Civil service 
and other employees of the federal govern- 
ment who are stationed outside continental 
United States may receive tax-free cost-of- 
living allowances. Similar treatment may be 
accorded employees of the Foreign Service 
of the United States.” 
are substantially the same as those in Sec- 
tion 116(j) and (k) of the 1939 Code. 


These prov isions 


Comment.—With respect to the problem 
of employee fringe benefits, primary criti- 
cism lies in the law’s philosophical approach. 
sy and large, the remedial tax treatment 
accorded the few fringes that 
is to be endorsed. 


Congress 
selected 

However, by merely making attendance 
compulsory, staff cafeterias and executive 
lunch rooms on the premises of the em- 
ployer may hereafter purvey free food to 
employees. This provision invites an exten- 
sion of the convenience-of-the-employer 
rule that few tax advisors in the past dared 
contemplate. Furthermore, by offering only 
policemen and some other designated civil 
service workers a tax-exempt subsistence 
payment, the new legislation unnecessarily 
favors them over all other government or 
private employees, such as messengers and 
the like, who must purchase subsistence 
while away from their place of employment 

It is observations that cause the 
author to conclude that the otherwise worthy 


these 


16 1954 Code, Sec, 119. 
required on the value of meals and lodging if 
it is clearly excludable from the gross income 


of the employee. Rev. Rul. 54-593, I. R. B 
1954-50, 7 
Fringe Benefits 

Mies RTs rs) 


Withholding is not 


efforts of Congress with to the 
enactment of the Internal Revenue Code 
of 1954 suffer from the absence of a more 
righteous public policy in regard to em- 
ployee fringe benefits. It purports to allevi 
ate the tax burdens of a few employee 
classes of fringes. It should direct its efforts 
instead to the national problem, and that 
The 


respect 


is what employee fringes have become 
tax-free fringes incorporated in the 1954 
Code condemned as narrow and 
even irrational social, economic and political 
class legislation, though otherwise legal and 
constitutional. 


must be 


Except for the hereinabove elaborated 
fringes, it is anticipated that the Treasury 
regulations for the 1954 Code will provide 
that the other fringes that are determinable 
and measurable will remain taxed in accord- 
ance with the current attitude of the Treas- 
ury on the convenience-of-the-employer rule 


Proposed Tax Treatment 
of Employee Fringe Benefits 


Treasury regulations supported by case 
law created the 35-year-old convenience-of- 
the-employer rule. Yet, the author believes 
that, if the rule needs to be changed, Con- 
gress should do so, even though the Treas- 
ury may do so prospectively. Any change 
or abandonment of the convenience-of-the- 
employer rule is bound to have vast reper- 
cussions in the labor world. If it must be 
done, our lawmakers and not our revenue 
collectors should assume the responsibility. 
Whether the Treasury exer- 
cises this power, we must not be oblivious 
of the almost insuperable task on the part 
of management and labor to evaluate some of 
these imponderable employee fringes, such 
as recreational facilities, and, therefore, for 
the Treasury to audit them for accuracy. 
This being the situation, failure to use cau- 
tion in taxing fringes is apt to demoralize 
and discredit our tax system, which might 


Congress or 


be more costly than what revenue we might 
lose by not taxing them. 


Congress was very conscious of this 
problem when it enacted the above-men- 
tioned fringe provisions in the 1954 Code. 
In its caution, it erred in another direction. 
It provided for only a very few fringes, and 
they are not very prevalent. Consequently, 
the bulk of the question as to the taxability 
of fringe benefits remains unsolved. Where 


1 1954 Code, Sec. 120. 
“8 1954 Code, Sec, 912. 
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a solution is provided, it suffers from favored 
class legislation; as to the food provision, it 
is unduly generous. It is recommended, in 
substance, that Congress perpetuate the 
earlier concept of the convenience-of-the- 
employer rule, but with a 
Accordingly, the following 
suggested: 

Section 120(c). The reasonable value of 
noncash facilities, privileges or benefits fur- 
nished by an employer which constitute part 
of working conditions and which promote 
the health, good will or efficiency of an 
employee shall be excluded from gross income. 


new rationale. 


legislation is 


The vague word “value” is intentionally 
employed because fringe benefits vary in 
their worth, depending upon the attitude 
of the particular recipient. For example, 
while the employer may sustain an average 
loss of 30 cents each staff luncheon, 
the employee benefit would turn on whether 
he was a ravenous eater or was on a reduc- 
tion diet. The term “noncash” is used to 
avoid abusing the concept of tax-free em- 
ployee fringes. 


on 


While a strict interpretation of the above- 
proposed legislation might render supper 
money, for example, taxable, it might be a 
reasonable sacrifice if it would help preserve 
the concept of tax-free employee fringe 
benefits. The word “reasonable” is inten- 


tionally inserted to minimize relatively the value 
of these noncash desiderata of employment. 


The intent of this proposed legislation is 
to retain exemption from taxation of fringe 
benefits—whether they represent the enjoy- 
ment by the entire staff of a commodity- 
purchase discount or the use by an executive 
of the company automobile—as long as they 
constitute part of working conditions and/or 
promote the health, good will or efficiency 
of an employee, and the economic benefits 
therefrom are relatively negligible.” 


Part of this proposed legislation is bor- 
rowed from the views of the American labor 
movement which holds that employee fringes 
should be tax free because they are only 
“conditions of employment.”’” The other 
part of this proposed legislation is borrowed 
from current Regulations 120, Section 406.207 
—first promulgated in 1944 under Section 


1622 of the 1939 Code. It reads as follows: 


“Ordinarily, facilities or privileges (such 
as entertainment, medical services, or so- 
called ‘courtesy’ discounts on purchases), 
furnished or offered by an employer to his 
employees generally, are not considered as 
wages subject to withholding if such facili- 
ties or privileges are of relatively small value 
and are offered or furnished by the em- 
ployer merely as a means of promoting the 
health, good will, contentment, or efficiency 
of his employees.” [The End] 
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H. R 
$700 the income tax exemptions allowed for 
a taxpayer, his spouse and his dependents, 
and the additional exemptions allowed for 


2152. To increase from 


$600 to 


old age and blindness. 


H. R. 2190. To increase from $600 to 
$1,000 the personal income tax exemptions 
of a taxpayer, including the exemption for 
a spouse, the exemption for a dependent 
and the additional exemption for old age 
or blindness. 


H. R. 2403. To change the gross income 
limitation on the allowance of exemptions 
for dependents to an adjusted gross income 
limitation. 

H. R. 2418. To permit a taxpayer to de- 
duct tuition expenses paid by him for the 
education of his children through the 
twelfth grade. 


H. R. 2450. To the personal 
income tax exemptions of a taxpayer, includ- 
ing the exemption for a spouse, the exemp- 
tion for a dependent and the additional 


exemption for old age or blindness, from 
$600 to $1,000. 


H. R. 2838. 
tion payments 
contributions. 


H. R. 2879. To provide for tax refunds 
in certain cases where it has been deter- 
mined that an unlawful collection has been 
made. 


increase 


To provide that certain tui- 
be treated as charitable 


H. R. 2964. Relating to the income tax 
treatment of corporations which shift manu- 
facturing operations from the continental 
United States to Puerto Rico to 
federal income taxes. 


avoid 





” See, in this regard, A, L, I. Federal Income 
Tax Statute, Vol. I, Sec. x107(f) (February, 
1954 draft). 
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™” Arthur J. Goldberg, ‘‘Compensation Other 
Than Cash,"’ an address before the Taxation 
Section of the American Bar Association on Sep- 
tember 18, 1951, in New York City. 
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eavinos bond. Series FE. and that received 


ey are a a Ra ad 


A Revocation of Rev. Rul. 119, Says 


Mr. Janin, Would Be a Welcome Tribute to the 


Fair Administration of Our Tax Laws 


The Israeli Bond Ruling: 
Legislation by Administrative Fiat? 


By HARRY JANIN, Attorney and CPA, New York 


Bas DECADES have raced by since 
Congress first cloaked the retirement of 
registered corporate obligations in capital— 
not ordinary—raiment.’ During this score 
of years, Section 117(f), asleep like Vesuvius, 
has only rarely erupted into prominence. 
The latest eruption—Rev. Rul. 119 *—trac- 
ing its seismic origin in Israel’s bond flota- 
tion invites a critical demarcation of Section 
117(f)’s boundaries and limits. For if, 
indeed, Rev. Rul. 119 marks the true perime- 
ter of Section 117(f), that section’s territorial 
domain will have been compressed beyond 
recognition. 

We must pause here to point out that 
Section 117(f) was superseded by Section 
1232 of the 1954 Code, and modified to in- 





clude the essence of Rev. Rul. 119 but only 
with respect to obligations issued after Decem- 
ber 31, 1954. Our analysis, therefore, relates 
only to the application of Rev. Rul, 119 to 
bonds issued on or before said date. 

The Israeli bond, officially known as the 
“Twelve Year Dollar Savings Bond,” is 
tailored basically along lines following the 
pattern of the United States savings bond, 
Series E. It is a noninterest-bearing obli- 
gation issued at a discount. The bonds are 
issued in registered form in various denom- 
inations. The maturity value of each bond 
appears on the face thereof and is equal to 
150 per cent of the amount for which issued; 
thus, a $100 bond matures at $150 and a 
$5,000 bond at $7,500.’ 





? Section 117(f) of the Internal Revenue Code, 
first introduced by the 1934 act, changed the 
pre-existing law and provided that amounts 
received by the holder upon the retirement of 
bonds, debentures, notes, certificates or other 
evidences of indebtedness issued by any corpo- 
ration (including those issued by a government 
or political subdivision thereof), with interest 
coupons or in registered form, are to be con- 
sidered as amounts received in exchange there- 
for, consequently giving rise to capital gain or 
loss rather than ordinary gain or, in the case 
of a loss, a bad debt. 

Code references 
amended. 

27I. R. B. 1953-14, 2 (July 6, 1953); this ruling 
declared that the increment (discount) realized 
upon retirement of the Israeli bond constituted 
interest taxable as ordinary income under Sec. 
22(a) rather than an amount received upon 
retirement within the meaning of Sec. 117(f). 

*Each bond bears an issue date as of the 
first day of the month during which issued, and 
each bond matures within 12 years of the issue 
date. On the reverse side of each bond is a 
“schedule of appreciation’’ indicating the 
amount at which the bond may be redeemed 
during each half-year period between the issue 


are to the 1939 Code, as 


Israeli Bond Ruling 





14.27 9 OE el 


date and maturity. The rate of increase in 
redemption value is not constant or uniform; 
thus, the appreciation on a $1,000 bond during 
the first three years is $15 for the first half 
of each year and $20 for the second half of each 
year; during the next six years, the apprecia- 
tion is at the rate of $20 each half-year; and 
during the last three years at the rate of $25 
each half-year. 

Prior to maturity, the bonds are redeemable 
at the option of the bearer only in Israel and 
in Israeli currency at the then-official rate of 
exchange for dollar value of appreciated prin- 
cipal as shown in the schedule of appreciation. 
An exception is made if the owner dies, in 
which event the estate has the option, within 
two years of the owner's death, of redeeming 
the bonds in this country for United States 
currency. The State of Israel may terminate 
this obligation if, in its opinion, ‘‘a material 
number of the holders of Registered Bonds 
shall die as the result of war, epidemic, catas- 
trophe of nature, or other disaster.’’ Only the 
registered owner of the bond, in person, is 
entitled to receive payment. If the owner is a 
nonresident of Israel, the amount of Israeli 
currency payable at bond redemption, prior to 

(Continued on following page) 
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Until Rev. Rul. 119 entered the scene, it 
was generally assumed that the income 
realized upon the retirement of the Israeli 
bonds would be taxable as capital gain, 
since these bonds—being in registered form 
—came squarely within the language of 
Section 117(f), which expressly encompasses 
the enumerated obligations “issued by a 
government or political subdivision thereof.” 
The detonation set forth by this bomb has 
not yet fully subsided and has caused com- 
ment in tax circles.‘ The nuclear core of 
Rev. Rul. 119 is premised on the thesis that 
the discount at which the Israeli bond is 
originally issued constitutes interest which is 
taxable as ordinary income under Section 
22(a) upon redemption and, hence, perforce 
without the ambit of 117(f) _or, 
stated negatively, the increment thus realized 
does not represent an amount received upon 
retirement within 


117(f). Rev. Rul 


Section 


the meaning of Section 


119 rests on five pillars: 


(1) The increment in value (represented 
by the difference between the issue price 
paid and the redemption value received) of 
United States savings bonds, Series E, and 
of Treasury bills is considered as interest 


(2) Gain realized on retirement of state 
and municipal obligations issued at a dis- 
count has been treated by the Treasury ° 
as interest. 


(3) The Treasury has maintained a con- 


sistent policy 


characterizing dis- 


interest. 


original 
count as 


(4) No legal distinction exists, for federal 
income tax purposes, between gain received 
on retirement of a state or municipal obliga- 
tion issued at a discount, or a United States 





(Footnote 3 continued) 
maturity, is free from 
for use within Israel. The State of Israel may 
block the transfer or assignment of Israeli 
currency abroad, and at present such currency 
transactions are, in fact, blocked. After April 
30, 1956, the bonds may be redeemed at the 
option of the State of Israel; thereupon the 
bonds are redeemable in the United States, and 
payment is to be made in United States dollars 
at the appreciated principal amount for the re- 
demption date. 

The bonds are nonassignable, except for 
transfers to the State of Israel, American 
Financial & Development Corporation for Israel 
charities, and designees certified by the State of 
Israel. Since April 30, 1954, the bonds may 
be exchanged for bearer savings bonds which 
are freely transferable at the option of the 
holder However, before maturity, the owner 
may redeem a bearer bond only in Israeli 
currency, subject to the currency restrictions 
previously mentioned (act entitled ‘State 
of Israel Bonds (Independence Issue) Law 
5711-1951"" (published in Statute Book of “Reshu- 
moth”? (Records) of March 8, 1951, at p. 63)) 
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savings bond, Series E, and that received 
on an Israeli bond. 

(5) The decision in Commissioner v. George 
P. Caulkins; holding that the increment re- 
ceived by an investor upon the maturity of 
an “accumulative investment certificate” con- 
stituted capital gain under Section 117(f), 
should not be applied to Israeli bonds. 

These five pillars, reinforced by concrete 
citations, present at first glance a formidable 
structure. The pillars are based in the 
simple premise thatthe increment in value, 
call it discount if you will, is in essence 
interest and, thus, perforce without tlhe 
capital gains arena encompassed by Section 
117(f). The ruling has a pervasive plausi- 
bility and, indeed, it moves logically to its 
inexorable conclusion. It is particularly 
disarming because it breathes the spirit of 
the Gregory’ philosophy of realism; the 
hand that sculptured Rev. Rul. 119 displays 
complete mastery of the subject. However 
appealing to reason the approach, the ques- 
tion presented is whether examination will 
show these pillars to be solid or 
Suffice it to note that the 
dained by the Internal Revenue Code is 
not founded purely on realistic concepts 
Realism is not the ultimate standard for tax 


fragile. 
tax system or- 


determinations. Before we examine the 
structural premises underlying Rev. Rul. 
119, we would do well to recapture the 


judicial and administrative setting in which 
Section 117(f) was originally enacted.* 


Decisions and Rulings Antedating 
Original Enactment of Section 117(f) 


The seeds of Section 117(f) may be said 
historically to have first germinated in I. T 








*See Friedman and Silbert, ‘‘Acquisition of 
Corporate Funds at Capital Gain Rates,’’ Pro- 
ceedings of New York University Twelfth An- 
nual Institute on Federal Taxation (1954), p. 
215, 238-240; Morris, ‘‘Attractive Tax Features 
of Discount Bonds Should Make Them Useful 
as Tax-Planning Instruments,’’ 95 Journal of 
Accountancy 305 (1953); cf. Mandell, ‘Using 
Section 117(f) to Convert Ordinary Income 
(Interest) into Capital Gain,’’ Proceedings of 
New York University Seventh Annual Institute 
on Federal Taxation (1949), p. 405. 

* The term ‘Treasury’’ is used herein to desig- 
nate the Internal Revenue Service, formerly: 
known as the Bureau of Internal Revenue, and 
officials of the 


Treasury Department charged 
with its administration. 

*44-2 wustc { 9416, 144 FP. (2d) 482 (CCA-6), 
aff'~g CCH Dec. 13,000, 1 TC 656, acq., 1944 
CB 5 

'Gregory v. Helwering, 35-1 ustrc { 9043, 293 
U.S. 465. 

SIt is well to bear in mind that the real 
issue 


is not whether the increment in value is 
interest but rather how Congress chose to tax 
such increment 
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1637." At issue was the taxable character 
ot a profit of 6x dollars to be realized by the 
holder (not the original purchaser) upon 
the maturity of a noninterest-bearing state 
obligation ” which was originally issued at 
(issued at 88). The Treasury 
reasoned that an obligation is neither sold 
nor exchanged when it matures and, there- 
fore, the taxable profit derived upon maturity 
was not “capital gain” derived from the 


sale or exchange ofa capital asset.” 


a discount 


This reasoning was challenged in Henry 


P. Werner,” decided in 1929. The Board of 
Tax Appeals, in a unanimous opinion, rea- 
soned that the redemption of interest-bearing 
bonds issued at a discount was, in effect, a 
compulsory sale and, therefore, constituted 
a “sale or exchange” within the meaning of 
1921 act After quoting 
the report of the Ways and Means Com- 
mittee explaining the scope of Section 206,” 


Section 206 of the 


the Board observed that Congress intended 
to accord capital gains treatment to the “sale 
or other disposition of assets” and concluded 
that the redemption of the bonds “certainly” 
came “within these broad terms.” The 
Treasury acquiesced“ in the Werner deci 
Here it may be noted that in the 
Werner case no suggestion emanated from 
Board did 
original discount 
interest and hence 
taxable as such when realized by the bond 
holder. The before the Board 
was whether or not a bond redemption con- 
stituted a sale or exchange 


sion 


the Treasury—and, indeed, the 
not consider—whether the 
was the equivalent of 


sole issue 


In the wake of the Werner warning, the 
Treasury scuttled I. T. 1637, announced in 
I. T. 2488” that it adhered to the Werner 


rationale and ruled that the redemption of 


bonds at maturity or before maturity con 


stituted a 


sale or exchange resulting in 


* II-1 CB 36 (1923) 

” “State obligations”’ 
obligations issued by a 
division thereof 

" The example used in I. T. 1637 was an un- 
fortunate choice. If the original discount was 
interest, then the profit at maturity was tax- 
exempt as interest on a state obligation (Sec 
213(b)(4) of Revenue Acts of 1921 and 1924) 
This possibility, however, was not considered 

2 CCH Dec, 4876, 15 BTA 482 (1929). Werner 
had purchased during 1920 certain debenture 
bonds (interest-bearing) directly from the cor- 
porate obligor at a discount. In 1923 the bonds 
were called for redemption (prior to maturity), 
and Werner received $11,000 in cash, realizing 
a profit of $2,130 on the transaction, 

“SH. Rept. 350, 67th Cong., Ist 
H. R. 8245 (Revenue Bill of 
1939-1 (Part 2) CB 168, 176 

" Acg., VIII-2 CB 56 (1929) 

% VIII-2 CB 127 (1929) 


will hereinafter connote 
state, or political sub- 


Sess., on 
1921), pp. 10-11; 
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capital gain treatment 


grounded squarely 


The ruling was 
upon the Werner deci 
sion, expressly reterred to, and no distinc- 
tion was made therein between bonds issued 
at par and those issued at a discount.” 


Despite the Treasury's concurrence in the 
Werner rationale, the peaceful state of affairs 
was not destined to endure It was upset 
this time at the instigation of a taxpayer 
who suffered a upon redemption of 
United States Liberty Loan bonds. 
treatment now 


loss 
Capital 
down on his foot 
the taxpayer contended that the loss was an 
ordinary loss, while the Treasury, relying 


pressing 


on the Werner decision, argued that it was 
a capital loss 


The Board, gyrations from 
I. I. 1637 to I. T. 2488 and embracing the 
intervening Werner case, concluded that the 
lreasury’s original thesis, reflected in I. J 
1637, was the correct interpretation of Sec 
tion 206 and that I, T. 2488 was erroneous.’ 
It observed that the Board, in the Werner 
had Congressional 
committee’s report in construing the words 
“sale or 


tracing the 


case, adverted to the 
exchange.” 
the Board 
was 


This was not justified, 


now declared, since the 


Statute 
so clear and 
should not be 


to determine the limits of its compass 
words ‘ 


unambiguous that resort 
had to its legislative history 
The 
were ordinary and 
and brooked no 
payment of the amounts 
specified in the bonds, either at maturity o1 
pursuant to an call 
maturity, exchange” of 
such bonds, but was merely the payment of 
an obligation 


‘sale or exchange” 


simple words, it argued, 


misconstruction; 


authorized 
was nota 


prior to 
“sale or 


according to its fixed 


terms 


In categoric language, the court decreed 
that the Werner decision was erroneous, and 
it was expressly 


the Board held 


overruled 
that 


Unanimously, 


loss incurred or gain 


“In line with I. T, 


2488, the Treasury con 
ceded in Alpin W 


Cameron, CCH Dec. 6185, 20 
BTA 305 (1930), aff'd, 3 usrc { 886, 56 F. (2d) 
1021 (1932), that a bond redemption was a sale 
or exchange resulting in capital gain 

" John H. Watson, Jr., CCH Dec. 7880, 27 
BTA 463 (1932) Several years before 1928, 
John H. Watson had purchased at a premium 
United States Liberty Loan bonds, in the prin 
cipal sum of $76,000, for which he paid 
$76,984.38. In 1928, the United States redeemed 
the bonds, paying $76,000, resulting in a loss of 
$984.38. The Board which decided the Watson 
case contained ten members of the Board which 
decided the Werner case The rule in the 
Watson case was reaffirmed in Arthur E£. Braun, 
Trustee, CCH Dec, 830, 29 BTA 1161 (1934) 
where, ironically, the taxpayer argued that the 
gain upon redemption of a bond was taxable as 
ordinary income (capital gain rates exceeded 
the rates on ordinary income) and won, 
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realized upon a bond redemption is not a 
capital loss or a capital gain. 


Following the beacon lighted by the 
Watson case, the Treasury now scuttled I. T. 
2488 “insofar as inconsistent” with the 
Watson decision—and indeed it was incon- 
sistent; the scuttling was announced in I. T. 
2678." Thus closed the year 1933, with the 
Treasury and the Board proclaiming in 
unison that a bond redemption is not a sale 
or exchange™ and that gain realized upon 
redemption is ordinary income, not capital 
gain, and loss sustained is ordinary loss, 
not capital loss. But this judicioexecutive 
verdict was soon to be countermanded by 
the legislative arm of the government, for 
Congress, seemingly frustrated, moved swiftly 
to overthrow the Watson rule and its satellite 
ruling, I, T. 2678. 


Original Enactment of Section 117(f) 


In the evolution of the 1934 act, Congress 
was principally concerned with preventing 
tax avoidance, In the summer of 1933, a 

* XII-1 CB 117 (1933) 

” The Supreme Court subsequently held that 
a bond redemption was not a sale or exchange 
(Fairbanks v. U. 8., 39-1 "9410, 306 U. S 
436) 

*” The first suggestions to Congress for elimi- 
nating uncertainty on this subject were pre 
sented in the hearings before the House 
Committee on Ways and Means while it was con- 


ust 


sidering the revenue bill of 1928. Recommen- 
dations were made to that committee that 
capital gain and loss in the revenue bill of 


1928 should be defined as including any gain 
or loss resulting from ‘‘redemption or retire- 
ment of corporate securities."" A suggestion 
from another source was that the term ‘‘sale"’ 
should be defined to include all transactions 
resulting in taxable gain or loss. The purpose 
was to avoid confusion and prevent litigation. 
A brief submitted to the Senate Finance Com- 
mittee during the hearings on the revenue bill 
of 1928 also recommended that the capital gain 
and capital loss provisions be clarified to show 
that gain or loss from the ‘‘redemption or re 
tirement of corparate securities constitutes 
‘capital gain’."’ The argument was that if cor- 
porate securities had been held for more than 
two years, the tax result should be the same 
whether they were sold, retired or redeemed 
Congress did not adopt the suggestions for 
the purpose of the Revenue Act of 1928. 

The American Bar Association recommended 
to Congress that Sec. 101(c)(1) and (2) of the 


1934 revenue bill be amended to read as fol- 
lows: 

‘*(c) Definitions.—For the purposes of this 
title 


(1) ‘Capital gain’ means taxable gain from 
the [sale or exchange] sale, exchange, or re- 
demption of capital assets consummated after 
December 31, 1921. 

(2) ‘Capital loss’ means taxable loss result- 
ing from the [sale or exchange] sale, exchange, 
or redemption of capital assets.” 
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subcommittee of the House Committee on 
Ways and Means plunged into a study of 
tax avoidance, consulting with representa- 
tives of the Treasury Department, the staff 
of the Joint Committee on Internal Revenue 
Taxation and the Legislative Counsel’s Of- 
fice. Section 117(f) did not stem from any 
recommendation of these official organs, 
but was inspired, rather, by the American 


3ar Association, which importuned Con- 
gress to clarify the uncertainty stirred by 
the Werner and Watson decisions.” The 


ABA maintained that Congress did not in- 


tend to remove from the benefits of the 


capital gain and loss provisions gains or 
losses from the redemption of capital assets, 
“especially when such gains or losses, if the 
assets had been sold by the holder im- 
mediately before redemption, would be con- 
sidered capital gains or losses.” ™ 


It was in this setting that Section 117(f) 
was conceived and enacted. The committee 
report on the 1934 Revenue Bill (where Sec- 
tion 117(f) first made its appearance) con- 
tained no explanation of the subsection.” 


In support of such recommendation, the 
ABA stated: 

“Section 101(c) of the 1932 Act defines capital 
gains and losses as the gains or losses resulting 
from the ‘sale or exchange’ of capital assets. 
The United States Board of Tax Appeals has 
determined in Henry R. Werner, 15 B. T. A. 
482, that included within the terms of ‘sale or 
exchange’ was the redemption by the obligor, 
at or before maturity, of a capital asset. Later, 
the Board held in Watson, 27 B. T. A. 463, that 
such redemption was not a ‘sale or exchange’. 
Your committee believes that the Congress did 
not intend to remove from the benefits of the 
capital gains and loss provisions gains or losses 
from the redemption of capital assets, especially 
when such gains or losses, if the assets had been 
sold by the holder immediately before redemp- 
tion, would be considered capital gains or 
losses."’ 

See Hearings, Senate Finance Committee, 73d 
Cong., 2d Sess., on H. R. 7835, p. 76. 

* Prior to enactment of Sec. 117(f), bond- 
holders could secure a capital gain on bonds 
ealled for redemption by the simple expedient 
of selling them immediately prior to the call 
date to a purchaser, who presented them for 
payment on the call date. This type of tax 
avoidance was recognized in John D. McKee, 
CCH Dec. 9547, 35 BTA 239 (1937), with respect 
to bonds, and in W. P. Hobby, CCH Dec. 13,581 
2 TC 980 (1943), with respect to stock at a 
time when a partial redemption of stock 
did not result in a capital gain. 

2 See H. Rept. 704, 73d Cong., 2d Sess., pp. 
30-31 (1939-1 (Part 2) CB 554, 557). The com- 
mittee report's statement on Sec. l117(f) is 
limited to a solitary sentence paraphrasing the 
statute: ‘Subsection (f) provides that amounts 
received upon the retirement of corporate bonds 
and similar evidences of indebtedness shall be 
considered as amounts received in exchange 
therefor."’ 
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Since all of the revolves about 
Section 117(f), it may be apropos to repro- 
duce here the text of the statute as it ap- 


pears in the 1939 Code 


(f) RETIREMENT OF BONDS, ETC 
—For the purposes of this chapter, amounts 
received by the holder upon the retirement 
of bonds, debentures, notes, or certificates 
or other evidences of indebtedness issued 
by any corporation (including those issued 
by a government or political subdivision 
thereof), with interest coupons or in regis 


shooting 


tered form,'! shall be considered as amounts 
received in exchange therefor.” 

The Treasury never 
covering Section 117(f). 


issued regulations 


Issue: Is Israeli Bond Increment Taxable 
as Interest or as Capital Gain? 


The plain and unambiguous language of 
Section 117(f) would seemingly embrac« 
squarely increments realized upon the re- 
tirement of Israeli bonds for are these not 
“amounts received by the 
retirement of bonds 
ernment 
“No,” says the Treasury. 
according to the 


holder upon the 
issued by a gov 
in registered form iB 
The 


Treasury, is 


increment, 
“interest” 
and, as such, taxable as ordinary income un- 
der Section 22(a);™ such “interest,” it ar- 
gues, does not represent an amount received 
upon retirement of bonds within the mean 


ing of Section 117(f{). The Treasury’s case 
thus rests on two principal propositions: (1) 
that Section 117(f) does not include amounts 
paid as interest and (2) that the bond dis- 
count is “interest” within the purview of the 
1939 Code. Underlying these two principal 
propositions is the further premise that a 
general statute, namely Section 22(a), over- 
rides a specific statutory provision, namely 
Section 117(f). It will thus be seen that 
the task confronting the Treasury is not 
a light one. 


Reverting to Rev. Rul. 119, we observe 
that the first four pillars” are developed 
to establish the proposition that the Israeli 
bond increment is interest and the fifth 
pillar seeks to compress the impact of the 
Caulkins case—a case which contradicts the 
Treasury’s postulate that Section 117(f) does 
not include bond increment. Let us 
examine the solidity of each pillar. 


now 


Pillar No. 1: Rule Applicable 
to United States Obligations 


Rev. Rul, 119 seeks first to establish the 
thesis that original discount, when realized 
upon redemption, equals interest for income 
tax purposes. This concept is an important 
one from the Treasury’s standpoint. Here 
we must be alert to this distinction: An 
item may be in the “nature” of interest and 


vet not be identical taxwise with interest.” 





*% The present Sec. 117(f) differs from the 
original Sec. 117(f) in the 1934 act only in that 
the word ‘‘chapter’’ replaced the word ‘“‘title’’; 
all else is identical. 


* Why Congress singled out registered bonds 
and similar evidences of indebtedness for spe 
cial treatment under Sec. 117(f) is not made 
clear in the committee report or hearings 


The intention may have been to exclude com- 
mercial paper which is usually in negotiable 
form: 

‘Registered bonds are bonds payable to the 
parties whose names appear on the face of the 
bonds and are recorded in the bond register 
or transfer books kept by the company and its 
duly authorized transfer agent or registrar 
They are transferable only when notation of 
the transfer has been made on the bonds 
themselves and entry has been made on the 
bond register 3onds may be registered as to 
both principal and interest, in which case they 
are called ‘fully registered bonds’; or they may 
. be registered only as to principal and thus 
be only partly registered bonds. The denomina- 
tion of fully registered bonds is usually $1,000, 
$5,000, or $10,000 and, as they are without 
coupons, interest is paid to the registered 
holder by check. Bonds registered only as to 
principal, or as they are at times called, regie- 
tered bonds with coupons, are payable only to 
the registered holders so far as the principal is 
concerned, but the interest is paid upon the 
presentation of the coupons attached to them. 
The bond certificate has on it a form for enter- 
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ing the date of registration, the name of the 
registered owner and the signature of the reg- 
istrar or transfer agent. As transfers of the 
bond are made, these entries are repeated on the 
bond certificate as well as on the registration 
record of the company or its transfer agent 
This type of registered bond can be converted 
to an unregistered coupon bond simply by 
entering ‘bearer’ and recording it in the bond 
register, These two types of bonds may also 
be made interchangeable with the fully regis- 
tered type, in which case a new certificate may 
be issued, or the coupons may be detached and 
the old certificate be used. Not infrequently, 
when a number of coupon bonds are exchanged 
for fully registered bonds, that fact together 
with the serial numbers of the coupon bonds 
is noted on the new certificate. This is a listing 
requirement of the New York Stock Exchange 
Most trust indentures provide for the issuance 
of registered bonds with coupons as well as 
unregistered coupon bonds. The fully regis 
tered bonds, however, are issued especially in 
the case of bonds running for long terms, in 
which institutional investors and trustees are 
interested."’ R H Montgomery, Financial 
Handbook (2d Ed.), p. 426. 

*% Code Sec. 22(a) provides: ‘' ‘Gross income’ 
includes gains, profits, and income derived from 

, interest + 

* Discussed above. 

7 Discussed below, where this distinction and 
its tax consequences are developed. 
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Exempt federal obligations.—Jhe first 
major point made in Rev. Rul. 119 is that 
the discount in the case of Treasury bills 


is considered interest: 


“In the case of an original purchaser of 
a United States Treasury bill issued prior 
to March 1, 1941, which purchaser holds it 
until the the 


which issued is 


maturity, entire 

the bill 
considered interest which is exempt as such 
from Federal tax. If the bill is 
sold hefore the amount of the 
discount is, for purposes of the income tax 
computation, to be apportioned among the 
holders according to the 

holdings (See T. D. 4276, 
(1929).)” 


amount of! 


discount at was 


income 
maturity, 


periods of their 


C. B. VITI-2, 83 


Although 
this 


legislation, 


cited to 
proposition, the decisive role of special 
which the root of this 
proposition, is not readily discernible. It is 
important to grasp that there is no universal 
or inherent rule 


authority is support 


lies at 
which equates discount to 


tax purposes. 
statutory 


interest tor Manifestly, spe 


provisions which declare that 
the certain obligations 
shall be considered as interest are perforce 
limited to the and 
cannot be said to apply universally to all 
obligations It 


cial 


discount in case of 


specified obligations, 


be comes 


important, there- 


fore, to trace the course of the rulings bear 
ing on United States obligations and to fix 
the role played by special statutory provi 


sions 


which, in 
the 


truth, 
ruling 


determine the tax 


posture ot 


Our starting point in 


in this field is the 


special statutory 


law Second Liberty Bond 


* An early ruling, O. D. 21, 1 CB 67 (April- 
December, 1919) held that ‘“‘income’’ received 
from the sale of War Savings Stamps at the 
appreciated value should be reported as income 
for the year in which the sale was consummated 

*” The increment was exempt from the normal 
federal income tax and the corporation income 
tax and from all state and local taxation (except 
estate and inheritance taxes); the increment was 
also exempt from federal surtax and excess 
profits and war-profits taxes to the extent that 
the principal of Liberty Bonds, Treasury certi- 
ficates of indebtedness and savings certificates 
did not exceed $5,000 

“T-1 CB 100 (March 10, 1922). After noting 
that ‘‘savings certificates,’’ in accordance with 
the provisions of the Second Liberty Bond Act, 
had been issued on a discount basis, with inter- 
est to maturity discounted in advance at the 
rate fixed by the Secretary of the Treasury, 


the ruling declared that in the case of a cash- 
basis taxpayer, the difference between the 
issue price of the certificates and the amount 


received upon their redemption was deemed to 
be ‘‘income’’ to the holder in the taxable year 
received, and exempt from income tax as 
limited by Sec. 7 of the Second Liberty Bond 
Act; in the case of an accrual-basis taxpayer 
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Act of September 24, 1917. 


Section 6 thereof 
(as amended and supplemented) authorized 
the issuance of war savings certificates 


“on 
which mterest to maturity may be discounted 


in advance at such rate or rates and com 


puted in such manner” as the Secretary of 
the Treasury might prescribe. Section 7 of 
the same act exempted such certificates 


“both as to principal and interest” from all 
taxation with certain limitations not germane 


to this discussion.” T. D. 3301” supplied 


the necessary administrative interpretation 
T. D. 3301 at times referred to the initial 

discount on the savings certificates as “in 

terest” and at other times as “income 


While such seem ol 


ticular significance, it is important to 


semantics do not pa! 


note 
that the Second Liberty Bond Act authoriz 
ing the issuance of such certificates, referred 
specifically to the initial differential as 
amount which resulted discounting in 
the interest to maturity, and that 
the exemption from taxation related to both 
principal and interest. 


the 
by 
advance 


The exemption with 
respect to interest on the certificates would 


be meaningless unless the initial discount 
was deemed to be interest; and it was so 
indicated in the act. Hence, we must con 
clude that T. D. 3301 states no universal 


rule regarding discount on noninterest-bearing 


obligations, but is a and re 


flection of the language adopted in authoriz 
ing the likewise of 
the language adopted in setting forth their 
exemption trom taxation 


consequence 


savings certificates, and 


On 
Bond 


June 17, 1929, the Second 


Act was again amended (H 


Liberty 
R. 1648). 


“the interest to be reported for each year’ 
was the amount of increase in the published 
redemption price for such year and ‘‘the interest 
exempt from taxation’’ was the ‘‘proportion 
of the interest accrued’’ for the year. T. D 
3301 was thereafter incorporated in the regula- 
tions, and last appeared in Article 88 of Regula 
tions 74 (1928), but disappeared in Regulations 
77 (1932), having become obsolete at that time 
‘OO. D. 729, 3 CB 123 (July-December, 1920), 
ruled that in the case of Treasury certificates 
of indebtedness which were offered by the 
government at par and accrued interest, and 
not at a discount, only the coupon interest was 
considered exempt from normal tax and from 
surtax, to the extent provided by the Second 
Liberty Bond Act. Where the certificates were 
subsequently purchased at a discount, the dif- 
ference between the purchase price and the 
par value of the certificates received at ma- 
turity was taxable profit subject to both normal 
tax and surtax. The initial subscriber, 
thereafter sold the certificate at a 
sustained a deductible loss (the 
tween par and the selling price). 
* Pub. L. No. 11, 7ist Cong., Ist Sess., H. R 
16448 (‘An Act to amend §5 of the 
Liberty Bond Act, as amended’’) 


who 
discount, 
difference be- 


Second 
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The Treasury began to refer to 
“‘interest'’ on Treasury bills 

as ‘discount at which issued"’ in 
Regulations 77 (1932). 


Section 5(a), as amended, authorized the 


certificates ol 
indebtedness at par, and “Treasury bills on 
a discount basis and payable at 
without interest.” 


issuance of interest-bearing 


maturity 
The Treasury bills were 
to be payable within one year from the date 
ot issuance rhe tax provisions were 
5(b) Thereunder, all 
indebtedness 


con 
tained in Section 
certificates of and Treasury 
bills exempted, both as to principal 
and interest, from all taxation (except estate 
and inheritance Section 5(b) 
contained this language y 
the amount ot 


bills are 
shall be 


+} 


were 


taxes) also 
signincant 
discount at which Treasury 
originally sold by the United States 
considered to be interest 
this . 


legislative 


within 


ie meaning of subdivision.’ Hence, 
by express fat, discount was 


denominated interest to implement the op 


eration of the tax exemption provision At 


this point it may be proper to ask If the 


original discount is interest, 


why is statu 


tory athrmation 


The rule had recognized that 
where an interest-bearing obligation is put 


required ? 


long been 


chased between interest dates, the adjust 
ment of interest between buyer and seller 
retains its character as such.” T. D, 4276" 

ted in Rev Rul. 119), issued several 
months after the enactment of the 1929 


* At common law the general rule was that 
sums of money payable periodically at fixed 
times were not apportionable during the inter 
vening periods (Dexter v. Phillips, 21 Mass. 178; 
Schier v. Edredge, 103 Mass. 345). It has been 
held that in the absence of statute or express 
agreement, interest payable at stated times on 
government, state: or municipal bonds was not 
apportionable between interest dates. (Dexter 
v. Phillips, above: cf. Chafain v. Rich, 29 Pac 
i88 (Calif.), holding that interest accruing upon 
a promissory note after its maturity is appor 
tionable. Commercial practice has not followed 
the common law, and the Treasury recognizes 
apportionment See Sol. Op. 46, 3 CB 90; for 
example, Regs. 45, Art. 87 

*VIII-2 CB 83 (November 22, 1929) ta ee 
1276 made express reference to the conference 
report accompanying the 1929 act evidencing 
Congress's express intention that the original 
discount rate at which a Treasury bill was 
issued should be regarded in the same way as 
the interest rate fixed by the security itself 
in the case of an interest-bearing obligation 
and that the amount of the discount should be 
apportioned among the holders according to the 
periods of their holdings just as the interest 
on an interest-bearing obligation was appor 
tioned. It held that any amount realized upon 
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amendments, transcribed this rule to the 
discount on Treasury bills. At most, T. D. 
4276 and H. R. 1648 establish the proposi- 
tion for Treasury bills that original discount 
is in the nature of interest, and do not even 
purport to establish that original discount 
equals interest in the case of all discount 
obligations, since H. R. 1648 was careful to 
provide that the amount of such discount 
should be “considered to be interest” and 
l. D. 4276 was made expressly applicable 
only to Treasury bills 


By virtue of H. R. 1648” and T. D. 4276,” 
each holder of Treasury bills was required 
to maintain a detailed order to 
ascertain what portion of his economic gain 
was discount 


record in 
(and hence exempt from tax), 
and what portion was taxable gain or loss 
This was too complicated for 
the average taxpayer and, consequently, on 
June 17, 1930 one year after H. R 
1648 had enacted enacted 
H. R. 12440," which added Section 5(d) to 
the Second Liberty Bond Act Under 


Section gain trom the 
other 


deemed tar 


exactly 


been Congress 


said 
5(d), any sale o1 
bills was 
exempt from all taxation (except estate or 


inheritance 


disposition of ‘Treasury 


taxes), and no loss was allowed 
as a deduction or otherwise recognized for 
The purpose of the 1930 
amendment was to obviate the complicated 
system of bookkeeping 
under the 1929 act Taxpayers no longer 
were required to make or keep the detailed 
computations required by T. D. 4276 


that the 


“interest” on 


tax purposes 


records necessary 


In passing, it should be 


began to 


noted 


‘Treasury refer to 


the disposition of a 
in excess of, or 


Treasury bill which was 
less than, the holder's propor 
tionate share of the discount, constituted taxable 
gain or deductible loss; only the proportionate 
share of the discount was exempt from tax 
T. D. 4276 ended on this note: ‘‘This Treasury 
decision is applicable only to the treatment of 
discount in the case of Treasury bills.”’ 
The following example illustrates the appli- 
cation of T. D. 4276 
A 90-day Treasury bill is issued to A on 
March 17 for $9,900. A holds the bill until May 
1, when he sells it to B for $9,962.50. B holds 
the bill to maturity A is entitled to treat 
45/90ths of the amount of the discount, or $50 
as tax-exempt interest and realizes a taxable 
gain of $12.50 in the transaction B is also 
entitled to treat 45/90ths of the amount of the 
discount, or $50, as tax-exempt interest and B 
sustains a deductible loss of $12.50 in the trans 
action 
See footnote 32 
3 


* See footnote 34 

‘Pub. L. No. 376, 7ist Cong. (‘An Act pro- 
viding certain exemptions from taxation for 
Treasury bilis’’) 

* See H. Rept. 1759, Tist Cong., 2d Sess., ac- 


companying H R 
102 (June 25, 1930) 


12440; T. D, 4292 


IX-2 CB 
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Treasury bills as “discount at which issued” 
in its regulations. The term first appeared 
in Article 87 of Regulations 77 (1932), and 
undoubtedly was inspired by the June 17, 
1929 amendment (H. R. 1648) to the Second 
Liberty Bond Act. 


Taxable federal obligations.—Rev. Rul 
119 next proceeds to the rules governing 
Treasury bills issued on or after March 1, 
1941: “The amount of discount at which Treas- 
ury bills are issued on or after March 1, 
1941, is considered as interest which is not 
tax exempt, and the principles of Treasury 
Decision 4276, supra, are applicable with 
respect to proration and apportionment of 
discount among the original and other holders 
according to their respective holding periods. 
(See I. T. 3486, C. B. 1941-2, 76.)” 

A major change in the taxation of United 
States obligations occurred with the passage 
on February 19, 1941, of the Public Debt 
Act of 1941.” Section 3 of said act amended 
Section 22 of the Second Liberty Bond Act 
to authorize the issuance of savings bonds 
and savings certificates on an interest-bear- 
ing basis, on a discount basis, or on a com- 
bination basis. 


It was also provided: ” 

For purposes of taxation any increment 
in value represented by the difference be- 
tween the price paid and the redemption 
value received (whether at or before ma- 
turity) for savings bonds and savings certifi- 


cates shall be considered as interest.” (Italics 
supplied ) 
” Pub. L. 7, 77th Cong. (H. R. 2959). 


” Sec, 22(d) of the Second Liberty Bond Act, 
as amended by Sec. 3 of the Public Debt Act of 
1941. 

"1941-2 CB 76 (July 7, 1941). Duplicating 
the statutory language, the ruling stated that 
the amount of discount at which Treasury bills 
were originally issued was to be considered 
as interest for the purpose of determining tax 
liability and, accordingly, holders of Treasury 
bills would be required to make separate com- 
putations so as to determine what portion of 
their economic gain constituted interest and 
what portion constituted capital gain or loss 
from the sale or other disposition of the bills. 

“@ See footnote 3. 

“Section 117(a)(1)(D) of the Code, added 
by the 1941 act, excluded from the term ‘“‘capi- 
tal assets’’ short-term federal and state obliga- 
tions issued on and after March 1, 1941, on a 
discount basis and payable without interest at 
a fixed maturity date not exceeding one year 
from the date of issue. As a result of this 
provision, a person who sold a Treasury bill 
issued on or after March 1, 1941, or had it 
paid at maturity, would need only to compare 
the sales price, or the amount paid at maturity, 
with the purchase price or the other basis and 
account for the net gain or loss; allocation be- 
came unnecessary. For example, if a $1,000 
90-day Treasury bill is issued for $994 and the 
original purchaser sells it at the end of 60 days 
for $997, he need report only $3 as income. Prior 
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Section 4(a) of the Public Debt Act of 
1941 provided that interest upon and gain 
from the sale or other disposition of United 
States obligations thereafter issued shall not 
have any exemption, as such, and loss shall 
not have any special treatment, as such, 
“under Federal tax acts now or hereafter 
enacted.” Shortly thereafter, I. T. 3486 
(cited in Rev. Rul, 119) was issued. It re 
quired the same type of computation origi 
nally required by T. D. 4276.% The need for 
the computation resulted from the fact that 
the discount on discount obligations was 
fully taxable as interest, but any other 
profit was taxed as a capital gain. 


The bookkeeping complications introduced 
by I. T. 3486 (promulgated July 7, 1941) 
were eliminated with respect to short-term 
federal and state obligations (issued on and 
after March 1, 1941) in the Revenue Act of 
1941, enacted in September, 1941, by making 
such obligations noncapital assets.“ An 
other provision made it unnecessary for an 
accrual-basis taxpayer to compute the theo 
retical amount of discount earned before 
such an obligation was sold or it matured.“ 
It is obvious that these amendments have 
their roots in the Public Debt Act of 1941, 
which subjected interest on federal obliga 
tions issued thereafter to taxation and which 
declared that the increment on noninterest- 
bearing federal obligations issued at a dis- 
count was to be considered as interest.“ 





to the 1941 Revenue Act, he would have been 
required to report $4 as interest and $1 as a 
short-term capital loss. 

* Section 42(c) was added to the Code, at the 
instance of the Senate. It involved exactly the 
type of obligation (short-term federal and state 
obligations) referred to in Sec. 117(a)(1)(D) 
and provided that the issuing discount should 
not be deemed to accrue until the obligations 
were paid at maturity, sold, or otherwise dis- 
posed of. The rationale and motivation under- 
lying Secs. 42(c) and 117(a)(1)(D) are set forth 
in Part 1, S. Rept. 673, 77th Cong., 1st Sess., 
accompanying H. R. 5417 (1941-2 CB 466, 
490-491). 

* T. D. 3889, 1948-1 CB 80. In their application 
to state obligations, Secs. 42(c) and 117(a)(1)(D) 
have meaning only if original discount is not 
interest. If the original discount is interest it 
would be tax-exempt when realized at ma- 
turity as interest on a state obligation (Sec 
22(b) (4), 19389 Code), and whether it was a capi- 
tal asset or when the discount accrued would 
be of no consequence. On the other hand, if 
the increment is gain (not interest) at maturity, 
Sec. 117(a)(1)(D) takes it out of the capital- 
asset category, thereby making the gain taxable 
as ordinary income (not necessarily interest), 
and Sec. 42(c) makes clear that such income 
does not accrue ratably. Query: Is an uncon- 
stitutional burden on a state's borrowing power 
thereby imposed? 
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A review of the rulings on state 
obligations reveals that the 
Treasury has not followed a 
consistent policy of construing 
original discount as 

interest, or its equivalent. 


The 1941 Revenue Act also added Section 
42(b), which grants an option to a cash- 
basis taxpayer to report annually the incre 
ment in value of a noninterest-bearing 
obligation issued at a discount.” 


The foregoing statutory evolution demon- 
strates this simple thesis: Original discount 
on certain federal obligations is considered 
interest solely because of special statutes; 
the statutory designation does not establish 
a general or universal rule that discount 
constitutes interest for tax purposes; the 
fluctuating rules relating to proration, appor- 
tionment and nonapportionment are creatures 
of special statutory provisions restricted to 
designated obligations, and are not reflective 
of “common law” or judicial decision, 

Rev. Rul. 119 must be viewed in the con- 
text of this statutory evolution. The par- 
allelism projected by Rev. Rul. 119 between 
the Israeli bonds and the Series E United 
States savings bonds or Treasury bills has 
validity in only a structural sense (their 
status as being noninterest-bearing, their 
original issuance at discount and their ac- 
celerated redemption values); but the par- 
allelism as to the “interest” character of the 
increment is untenable, since the interest 
character of the increment in the Series E 


bond and Treasury bill is ordained by spe- 
cial legislation, namely, the Second Liberty 
Bond Act, and no special or general legis- 
lation characterizing the increment (in bonds, 
generally) as interest exists. Parallelism is 
not a substitute for statutory authority or 
legal analysis 


T. D. 4276 and I 
because of designation. 
Che after June 17, 1930 
(when gain upon disposition was expressly 
exempt from tax), a point made in T. D 
4292," and the latter became inapplicable— 
after the enactment of the Revenue Act ot 
1941—to short-term noninterest-bearing ob 
ligations issued at a discount.* 


l. 3486 had validity only 
special statutory 


former expired 


It is fair to conclude, therefore, that Pillar 
No. 1 is hardly solid and affords little support 
for the thesis that the increment in value in 
the Israeli bond constitutes interest for 
purposes. 


tax 


Pillar No. 2: Rule Applicable 
to State Obligations 


A review of the rulings on state obliga- 
tions reveals that the Treasury has not 
followed a consistent policy of construing 
original discount as interest, or its equiva- 
lent. Initially, the Treasury took the posi- 
tion in O. D. 647 that profit at maturity 
from a noninterest-bearing state obligation 
purchased at a discount was not taxable.” 
The exempted amount could not exceed the 
total discount at which the securities were 
originally issued. 


O. D. 737 ™ extended the rule of O. D, 647 
to interest-bearing obligations purchased at 





“Prior to enactment of Sec. 42(b), a tax- 
payer on the cash basis who owned—for example 

noninterest-bearing United States defense 
bonds was required to treat the entire incre- 
ment in value as being income received in the 
year of redemption or maturity. Under Sec. 
42(b), this taxpayer could treat such increment 
in value as constituting income to him in the 
year in which it accrues, rather than in the 
year in which the obligations are disposed of, 
redeemed, or paid at maturity. The committee 
reports on Sec. 42(b), which discuss United 
States defense bonds exclusively as an example, 
state 

‘Therefore, with respect to such noninterest- 
bearing United States defense bonds, the effect 
of this section is to extend, at the election of 
the taxpayer, the accrual method to a taxpayer 
on the cash basis, but only for the limited pur- 
pose of reporting the increment in value of such 
bond as it accrues.’’ (Italics supplied.) H. Rept. 


1040, 77th Cong., ist Sess., accompanying 
H. R. 5417 (1941-2 CB 413, 445-446); S. Rept. 
673, cited at footnote 44 (1941-2 CB 466, 490). 


Section 42(b) is not confined to federal (or state) 
obligations. By its terms it may apply to any 
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noninterest-bearing obligation issued at a dis- 


count, and an election made under Sec. 42(b) 
with respect to a federal obligation applies to all 
similar corporate obligations. However, Sec 
42(b) does not come into operation automa- 
tically; an election is required. Moreover, Sec. 
42(b) does not stamp the increment as ‘‘inter- 
est’’—-the generic term ‘‘income’’ is employed 
Hence, Sec. 42(b) is not determinative of the 
character of gain with respect to a Sec. 117(f) 
obligation, and does not preclude capital gain 
treatment 

“ IX-2 CB 102 (June 25, 1930). 
is not mentioned in Rev. Rul. 119 

* See footnote 43. 

# 3 CB 123 (1920). 

“Tf the discount is interest, the exemption 
should have been granted to all holders and 
not limited to the holder at maturity. An ear- 
lier ruling, O. D. 238, 1 CB 68 (1919), had held 
that profit on noninterest-bearing state warrants 
was not interest. The rulings can be recon- 
ciled if the warrants were not issued at a dis- 
count 

* 3 CB 49 (1920). To the same effect: 
762 and 744, 4 CB 31 (1921) 


This ruling 
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a discount 
ited to the 
have to be 


The exemption was lim 
I 


holder at 


again 
maturity (who did not 
the original purchaser), on the 
theory that only a payment made by a state 
vas exempt, and was denied to an 


holder 


interme- 
diate 


Lhe 


Vere deemed 


characteristics of 
inapplicable to state 
tions purchased at a premium. O. D 
held that the 
chased 


exempt discount 
obliga 
726° 
pur 
pre 
appli able to 


basis of 
total 


rule was 


state bonds so 
Was 
mium This 


all holders 
Ss. ee, Ree 


adjustment for 


cost including the 


made 


that the 


interest 


significantly ruled 


iiterest on Sstat 


bearing obligations made 


buyer 
when sold between interest dates 
retained its 


between a 
and seller 


character as 
How 


interest-bearing = or 


interest and was 


exempt trom tax 


vhether 


ever, if the obliga 


tion non 


interest-bearing—was issued at a discount, 


any excess of the selling price over the 


cost of the obligation to the 
taxable profit, even though an adjustment 


as made 


vendor was 


buyer and seller for 


This 
with the 


between 
the accrued 
hardly 


unt 1 


discount rationale 1s 


that dis 


consistent theory 


interest 


Next came | | 


im the 


1637.” Its importance 


chain is noted in Rev. Rul. 119 thus 


‘It was also the position of! the 
1923 that an 


ount at 


Bureau 


as early as amount in 


excess 
(the dif- 


discount and 


of the dise 


which issued 


lerence between the 


original 


the greater discount at which subsequently 


holder 
obligation of a 
state 


not as tax-tree 


ae hs. OB, Ae 1, 36 


purchased) realized by the 


upon 


retirement of an political 


subdivision of a is to be treated as 
taxabk income, 


(See | | 


This 1 extraordinary | | 


held iat the 


interest 
(1923).)” 


1637 merely 


redemption of an obligation 
The 
1637 to the above 
119 is that 


noninterest- 


as not a sale o1 


exchange.” only 


relationship of I. J 


quoted statement in Rev. Rul 


if 


chanced to deal with a 


bearing municipal 


obligation originally 


Although the 
state we 
©. D. 647 
count 


rulings do not 
assume that the 
and O. D. 737 


specifically so 
bonds referred to in 
were issued at a dis 


2 
] 


CB 49 (1920) 

‘1-1 CB 27 (1922) 

II-1 CB 36 (1923) 

Discussed above T. 1637 revoked 
by I. T. 2488 (1929) (cited at footnote 15) 
on the basis of the Werner decision and then, in 
effect, restored in force (though not expressly) 
by I. T. 2678 (1933) (cited at footnote 18) after 
the Watson decision 


was 
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“issued at 88” and when in the 
hands of a subsequent holder at a “profit 


of 6x indication 


redeemed 


dollars. There is no 


whether the profit of 6x dollars was more 
than the $12 discount at 
obligation 
event, I. 7] 
faintest 


or less which the 


originally issued In 
1637 did not 


reference to the 


was any 
make the 
proposition as to 
part or all of the 
exempt from tax as interest, 
in which event it would make no difference 
whether 


even 


whether any original 


discount was 


redemption was a sale or ex 


change 


Rev. Rul. 


Treasury's 


119 


oscillating 


finds consistenc) 
position 
“Since 1920, 


State 


about 


discount realized on 


retirement of and obliga 


municipal 
tions in the hands of the original purchaser 
has been treated by the 


the theory 


Bureau as interest, 


being that discount is an amount 

lieu of interest. (See G. ¢ M 
1455, C. B. VI-1, 87 (1927), 
cited therein, which G. C. M 
revoked by G. C. M 


(1932), as to other 
G. C. M. 1455 merely 
on Second Liberty 


premium 


paid in 


and rulings 
was partially 


10452, C. B. XI-1, 18 


issues.)” 


held that the loss 
Loan 4%’s purchased 
at a 


surrendered at par for 


, even though 


and 
[Treasury 
the holder 
interest at the 


notes was deductible 
also received two months’ extra 
time of the surrender, which 


free (yx, ( M. 


rulings on 


interest was tax 1455 re 


viewed the obligatior 5 
the 


discount on 


State 
hereinbefore summarized, and came to 
inter that the 


State 


conclusion, alia, 


noninterest-bearing 


securities issued 


only to the orig 
held the security to 
no othe: If the 


betore 


at a discount 


inal 


was exempt 
purchaser who 
and to 


sold 


maturity 


maturity, original 


maturity, or if the 
not the 


pure hase 1 


holder at was original 


purchaser, the discount 


proht 


was taxable as 


» 


119 adds 


Rey. Rul 


‘| reasury 


state 


“Subsequently, the principles of 
4276, supra, applied te 


and municipal securities issued at a discount 


Decision were 


When issued, I. T. 1637 might have aroused 
speculation as to whether the earlier rulings 
still represented the Treasury's view. O. D. 647 
for example, held that the holder's 
maturity of a discount obligation issued by a 
state exempt if it did not exceed the 
discount at which the obligation had been issued 
Exemption was not limited to the original 
chaser 

*In this respect, G. C. M 
rule of O. D. 647 and O. D 
granted exemption to the 
regardiess of whether he 
purchaser 


gain at 


was 


pur- 


1455 changed the 
737, which had 
holder at maturity 
was the original 
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in order to make the discount apportionable 
among the original and all subsequent pur- 
chasers according 
holdings, the 


to the periods of thei1 


Same as interest on 
bearing obligations. (See I. T. 


XI-1, 20 (1932), and G. C. M 


G. C. M. 10452, 
1455, held that noninterest 
bearing state obligation is tax exempt to all 
holders that 
exempt because 
taxation would affect the borrowing power 
of the that 
ities issued at a 


interest 
2629, C. B 
10452, supra.)” 
modifying G. C. M 
discount on a 
thereof,” reasoning 
obligations 


interest 
on State was 
state; discount on 
discount was an 
paid in lieu of interest for use of 
chaser’s 
difficult to justify 
treatment ot 


State secur 
amount 
the pur 
finally, that it 
a distinction between the 
discount on bills 
(set out in T. D. 4276) obligz 
” However, T. D 


June 17, 


money; and, 


was 
Treasury 
and state 
4276 based 
1929 amendment to the 
Bond 


Treasury 


tions was 


upon the 


Second Liberty Act, which said that 


discount on bills originally sold 


at a discount should be considered interest.” 
Furthermore, at the time G. C. M. 10452 
was issued, I. T. 2488 was still outstanding 


and it had he ld, based upon a discount obli 


gation in the Werner case, that redemption 


ota bond was a sale o1 


exchange resulting 


in capital gain 


The 
Rul. 


lreasury’s 
119 by its 


attempt to Rey 


discount 


support 
rule relating to 
on state shaky 
that the 


Was 


obligations makes for a 


The 
granted to 
vated by the 


foundation 


changes show 


exemption discount 
that a 


unconstitutional 


moti 


leat 


contrary holding 


might be an burden on a 


state’s borrowing power, and not upon the 


Until 1932, 
area of exemption was kept within nar 


fact that discount was interest 


the 


row limits 


holder at 
if such holder 
The 


mrst, to any maturity 


and, then, only 


was the orig 


inal purchaser made in 


modification 

*A year earlier, in Willcutts v. Bunn, 2 ust 
* 640, 282 U. S. 216 (1931), the Supreme Court 
held that the gain on sale of a state obligation 
was not exempt from federal income tax; that 
the question before it was limited, since it did 
not appear that the securities were issued at 
a discount or that the gain derived could be 
considered to be in lieu of interest; and that 
it did not have before it whatever question 
might arise in that sort A footnote 
referred to O. D.'s 647, 737 and 762 

I. T. 2629, XI-1 CB 20 (1932), applied the 
rule of G. C. M. 10452 to state interest-bearing 
obligations 
T. D. 4276 was made 
amendment to the 


cases of 


inoperative by the 
1930 Second Liberty Bond 


Act 


Israeli Bond Ruling 


that vear 


by G. (¢ M. 10452 and I. T 
2629, granting exemption to all holders, was 
based upon a failure to comprehend the 
authority for T. D. 4276. The 1922 ruling, 
; S. oe held that 
initial discount between buyer 


which adjustment ot 
and 


has never been 


seller was 


gain, not revoked 


interest 


Pillar No. 3: Inconsistency 
of Treasury Positions 


The 


any 


takes 
that its 


Treasury pains to 


ruling 
marks a 
from its “traditional” position 
119 states 


negative 
impression regarding 
departure 


Rul 


the Israeli increment 


Rey 


“The position taken by the 
above-cited 


Bureau in the 


rulings has been consistently 


maintained with 


regard to 
discount as interest 


characterizing 
and treating the 
over discount (and ordinary interest, if any) 
realized upon 


exeess 


retirement as 
after the 
117(f) of the 
Code, the 


consistently 


taxable in 


come However, enactment of 


section 


Internal Revenue 


excess over discount has been 


taxed as rather 
21890, 
the 
the amount realized from a State 


capital gain 
(See G. ( VM 
Theret re, 


than ordinary 
C. B. 1940-1, 


excess ol! 


vain 
85) only 
or municipal bond, less discount 
date of 


from the 


acquisition, and ordinary 


interest, 
the 


retire 


over the 
bond is the 


if any, cost or other basis of 


amount received upon 


ment taxable as capital gain under 


117(f) of the Code.” 


section 


Federal and state obligations.— Ih. 
analysis ™ 


hardly be 


sistent policy 


prioi 


indicates that the Treasury can 


said to have 


pursued 
with regard to the 


any con 


charactet 


ization of discount as interest, except in 


those 


situations where the 


statute speci 


fically denominated the discount as interest. 


G. C. M 


21890, cited in the quoted excerpt 
Discussed above Where an administra 
tive construction is not uniform general or 
of long standing, it is not entitled to any sub- 
stantial weight See U. 8. v. Pleasants, 39-1 
{ 9228, 305 U. S. 357; Iselin v. U. 8., 1 vere 
£163, 270 U. S. 245 (1926); Fire Companies 
Building Corporation v. Commissioner, 1931 CCH 
* 9698, £4 F. (2d) 488 (CCA-2, 1931), cert. den 
236 U. S. 546 (1932); Twining v. Commissioner, 
36-2 € 9331, 83 F. (2d) 954 (CCA-2). cert 
den 299 U. S. 578 Treasury rulings, in the 
final analysis, should have no more force than 
the reasons sustaining them Burnet v. Chi 
cago Portrait Company, 3 ustc © 882, 285 U. S 
1 (1932). Cf. Textile 
tion, 41-2 wstc { 9784 
Court sustained the 
expenses on the 
decisions 


usT« 


usT« 


Mills Securities Corpora- 
314 U. S. 326, where the 
disallowance of lobbying 
basis of long-standing Treasury 
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of Rey 
state 


Rul. 119, dealt with interest-bearing 
bonds purchased at a 
redeemed at a and 
maturity 
bondholder, in 


and 
accrued 


discount 
with 
After noting 
addition to the 
return of the cost upon redemption of the 
bonds, received (1) interest, (2) 
and (3) the question 
posed was whether items constituted 
“interest” upon the obligations of the state 
so as to be exempt from federal tax undet 
Section 22(b)(4) of the 1938 act. G. C. M 
21890 ruled that the designated 
“interest” on the bonds came clearly within the 
purview of Section 22(b)(4). It did not 
expressly designate the discount as interest, 
but held that “earned” 
taxable income and that 


premium 
interest 
that the 


prior to 


accrued 
discount premium, 


such 


amount 


discount was 
unearned discount 
is of the same character as earned discount 
and, therefore, nontaxable.” The 
redemption was not in- 
terest, since it was not paid for the use of 


non- 


also is 
premium paid on 


money, but rather for relinquishment of the 
obligation to pay further interest. Since the 
bond otherwise qualified, the premium was 
capital gain under Section 117(f). 


G. C. M. 21890 never grappled concretely 
with the question of whether the discount 
came within the purview of Section 171(f), 


except inferentially by 


holding the dis 
But such 


was on the dubious authority of 
4276, 


count 


was nontaxable 


income. 
holding 
e fee original dis 
count on Treasury bills designated interest 
by the Second Liberty Act, and G. C. M 
10452 and I. T. 2629, which held discount 
on State 


which covered 


Bond 


obligations nontaxable in order to 


avoid a burden on the 


borrowing power 


ota State 


Corporate securities. 


the Treasury's claim that it has consistently 


We have seen that 


for three decades—characterized discount 
the 


fabric of 


only 
the 


as interest has 


faintest vestigial 


substance in governmental 


securities It becomes threadbare in the 

“G. C. M, 21890 reviewed a number of court 
decisions, all of which dealt with—and sus- 
tained—-the deductibility of discount on bonds 
to the issuing corporation or successor in 
interest. Significantly, many of these decisions 
do not designate the discount as interest; for 
example, in Helvering v. Union Pacific Railroad 
Company, 35-1 usrc — 9011, 293 U. S. 282, the 
Supreme Court pointed out that the revenue 
acts contained no provision specifically authoriz- 
ing the deduction from gross income of discount 
upon an issue of bonds, adding that Treasury 
regulations had classified such discount as loss 
and permitted the issuing corporations to amor- 
tize the discount over the life of the bonds and 
deduct such amortization from gross income 
in each year Note that Treasury regulations 
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garb of nongovernmental securities. Back 
in 1920, the ruled (O. 1024)” 
that discount on noninterest-bearing bank 
acceptances was not interest for 
purposes. It 
discount 


Treasury 


tax- 
reasoned that 
is a compensation for the 
use of money and, as such, resembles in- 
terest, it has many features 
tinguish it from interest. 
ruling that discount was not “interest,” 
it went on to rule that discount was not 
“fixed or determinable annual or periodical 
income” within the meaning of the with 
holding provisions and, hence, not subject 
thereto.” 


withholding 
while 


which dis 
After expressly 


Consistent with the foregoing was the 
ruling in O. D. 475% that the purchaser 
of a corporate bond at a premium or dis 
count could not amortize such 

The purchase 
and became the 
gain or 


premium 
price 
basis for de 


or discount. 
sented 


repre 
cost, 
termining 


loss upon 


subsequent 
disposition of the obligation 


The withholding provisions deal with the 
precise question of whether discount 
“interest” rather than with the 
amorphous parallel, posed in the rulings 
on governmental securities, as to whether 
discount is in the “nature of interest.” In 
the case of state securities, the constitu 
tional immunity from taxation of the state’s 
borrowing power is 
the discount 


con 
stitutes 


sufficient to exempt 


realized—with no necessity 
for reaching the more precise question of 
whether such discount constitutes “interest.” 
sut in the withholding provisions, precision 


bombing deal 


concepts, but 


is prescribed—for we 
constitutional 


here 
not with with 
a precise statutory 
Hence, the 
in relation to the application of the with 
holding provisions to discount on bankers’ 


acceptances 1S a 


term,” namely, “in 


terest.” Treasury's position 


clearer barometer as to 


its consistency in 


characterizing discount 


as interest 


treat discount distinctly from interest 
on bonds is discussed under Reg. 
(a)-17, while interest is discussed at 
39.23(b)-1 (Regs. 118) 

*Q. 1024, 2 CB 189 (1920) 
647 and O. D. 737; G. C. M. 10452 

*® An earlier ruling—O. D. 221, 1 CB 232 (1919) 

held that gain derived by a nonresident alien 
corporation from the purchase at a discount 
and subsequent sale in this country of bank ac- 
ceptances was interest, and subject to with 
holding 

* 2 CB 211 (1920). 

“ The scope of the phrase ‘‘fixed or deter- 
minable income’’ is, of course, involved in the 
application of the withholding provisions 


Discount 
Sec. 39.22 
Reg. Sec 


Compare: O. D 
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1. T. 1398," handed down in 1922, again 
ruled that the gain realized on the sale of 
bank acceptances was not subject to with- 
holding, distinguishing the discount thereon 
trom interest on call loans, which it 
t subject to withholding. 


ruled 
to be 

The basic rule set forth in O 
|. T. 1398, above, that the increment 
resenting discount is not interest 
afttirmed in I. T. 3889," handed down in 
1948, and not mentioned in Rev. Rul. 119 
That carefully reasoned ruling pointed out 
that the increment on Treasury bills issued 
at a discount constituted interest only 
because of the special and specific legisla 
tion dealing with 


1024 and 
rep 


Was re 


government obligations 
discount which 


increment on 


issued at a 
the such government 
obligations and that Section 42(c) indicated 
nothing to the contrary, for that section 
was adopted solely for the purpose of facili- 
tating the bookkeeping the 
holders of obliga- 


treated as in- 
terest 


procedure o! 
short-term government 
the treatment of discount 
on bank acceptances is in no way governed 
by such specific or 
plicable to government obligations issued 
at discount, the ruling concluded that the 
principle of O. 1924 and I. T. 1398 did 
not apply to the increment on Treasury 
bills and, hence, the increment on Treasury 
bills (when 


Since 


tions. 


special legislation ap- 


paid to a nonresident alien 


individual or a nonresident foreign corpora- 


tion) was subject to withholding. This 
ruling underscores the general rule that the 
increment on an obligation issued at a dis- 


count not the 


a rule stead- 


does interest in 
absence of special legislation- 


fastly ignored in Rev. Rul. 119 

1952, the Treasury adhered 
to and reaffirmed the principle enunciated 
in O. 1024 and I. T. 1398, 
cited with approval in a letter 
dated March 12, 1952.” It held 
that the excess of the proceeds of bankers’ 
acceptances and 


constitute 


As late as 


which were 
¢ xpressl vo 


ruling 


commercial paper at 


holder 


ma 


turity not 


cost to the 


fixed or 


over was 


income 


interest or determinable 


* I-2 CB 149 (1922) 

*” 1948-1 CB 78. Discount on bank acceptances 
signed by the Secretary of Agriculture as part 
of a plan of borrowing on cotton under the 
provisions of the AAA was deemed taxable 
income in I. T. 2725, XII-2 CB 29 (1933), be- 
cause there was no provision in the AAA or in 
the Revenue Act of 1932 under which the gain 
or loss from the purchase and sale of such ac- 
ceptances could be excluded from income. How- 
ever, this was modified by G. C. M. 13320, 
XITI-2 CB 138 (1934), and I. T. 2804, XITI-2 CB 
141 (1934), on the ground that the discount on 


Israeli Bond Ruling 


and, consequently, not subject to with- 
holding (when paid to a nonresident alien). 

Thus, as these rulings on bankers’ ac- 
ceptances reveal, the position taken by the 
Treasury has been consistently maintained 
with regard to characterizing discount on 
bankers’ 


interest. 


income but not as 
This consistency was first upset 
in 1953—the Israeli question had been brew 
ing at the time—when the Treasury in a 
letter ruling” announced that a realization 
of discount at which short-term commercial 
paper was issued would constitute ordinary 
income “in the nature of interest,” relying 
on T. D. 4276 and G. C. M. 10452. 


The fate ordained for the Israeli discount 
perforce adumbrated the 1953 ruling on 
the discount on short-term commercial paper 

distinctions were obviously 
Rev. Rul. 119 and the 1953 
employ the same rationale. 


acceptances as 


precluded. 
letter ruling 
However, the 
historical evolution of the ruling on bankers’ 
acceptances discount contrary to 
Rev. Rul. 119’s declamations—that the 
Treasury's characterization of discount as 
interest is of only 


reveals— 


recent vintage. 
Although the February, 1953 letter ruling 
characterized discount on 


mercial paper as 


short-term 
income “in the nature of 
interest,” that ruling does not, of 
deal with the final question of whether 
such discount is within or without the 
purview of Section 117(f), since the com 
mercial paper in question was not in regis 
tered form and was without interest coupons 
and, hence, not an evidence of indebtedness 
within the Section 117(f). 
Apart from the dubious validity of the 
cited 1953 letter ruling and of Rev. Rul. 
119, it should be observed that the Treasury 
was dealing with discount increments whos« 
magnitude did 
levels 


com 


course, 


scope of 


not go beyond traditional 


interest There is no indication that 
the Treasury would attempt to extend its 
view to an the 


of maturity value over original issue price 


obligation where excess 


went beyond current or traditional interest 


rates. In both the rulings, the obligations 


such acceptances was similar to the discount on 
Treasury bills which had been held to be 
interest and exempt from tax, citing T. D. 4276 
(see footnote 3A) 

” See 1952 CCH Standard Federal 
ports { 6161 

"’ February 17, 1953 (see 1953 CCH Standard 
Federal Tax Reports { 6122), superseding letter 
rulings dated December 8, 1952, and January 9, 
1953; the ruling was released by Committee of 


Banking Institutions on Taxation, New York, 
New York 


Tax Re- 
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vere noninterest 


to the 


bearing lending 


. ipport 
thesis that the lieu 


This 


m the c: of an 


discount 
thesis 


Was In 
yould be 


interest-bearing 


of interest wanting 


obliga 
conclude that 
would not extend its discount 


tion, so that it seems fair to 
the Treasury 
interest concept to interest-bearing obligations 

Sufhice 


bankers’ 


it to say that the 


rulings on 
acceptances, as well as on govern 


mental securities, reveal that the 
ization of discount as imterest 


istently 


character 
has tar trom 


con been maintained by the 


Treas 


ury 


Pillar No. 4: Deadly Parallel— 
Israeli Bonds and Federal-State Bonds 


The stage been set for the tax 


discount on federal-state obli 


interest, it 


having 
execution ot 


gations as ordinary 


remained 
only or a 


Israel bonds and 


Rev. Rul. 119 me 


parallel to be set between the 


federal-state obligations 


yves quickly to the climax 


‘In view of the believed 


1oregoing, it 1s 
that no legal distinction for 
tax purposes can be 


received Ot the 


Federal income 
made between discount 
retirement at or prior to 
a State or municipal obligation, 
a United States savings bond, Series 
kk, and discount 


prior to 


maturity ol 


or on 


received on retirement at 


Year 


Israel 


maturity of a “Twelve 
Dollar Savings Bond’ of the State of 
held that the 
Year Dollar 
State of Israel 
issued constitutes 


Accordingly, it is discount 


at which a “Twelve 


Savings 


Bond’ of the 1s originally 


interest which 


is taxable 
as ordinat y 


the Code 


income under section 22(a) of 
when realizcd upon redemption; 
it does not represent an 
upon 


meaning o! 


Here, again, 
The legal 
ax purposes 


the Series Ff 


received 
within the 
( ode.” 


amount 
bond 


117(f) of the 


retirement of the 


section 


parallelism blurs 


precision 


distinctions lor federal income 


t between the I 


bond 


many In the c: of a 


sraeli bond and 
and state obligations 
iré indeed 


| be nd the 


only by 


Series 


discount is considered interest 


dint of special legislation whereas, 


with respect to the discount on an Israeli 


eneral legislation exists whicl 


the discount to be 


interest. In 


ate obligations, the discount, even 


though considered interest under certain 


though not all ruled te 


rulings, has been 


be tax and the 


Sectiol 


exempt, Status ol 


such dis 


count under 


117(f) has never been 


Hence 


adjudicated or determined there 


Cited at footnote 
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that the 
concededly 


fic in postulating Israeli 


discount—which 1s 


taxable 
should be taxable as ordinary interest rathe1 


than as capital gain under Section 117(f) 


Unlike the Second Liberty Bond Act 
and the Public Debt Act of 1941, the Is 
raeli Independence Issue Law’ 
suggest that the 
considered as interest 


doe s not 
remotely 
is to be 


even increment 


It is termed 
appreciation We do not for one 
that the 
Knesset in enacting 
of Israel Bonds (Independence Issue) Law 
5711-1951” is determinative of the tax char 
acter of the increment. But 


capital 
second suggest 


ployed by the 


terminology em 
“state 


since there 


is not a vestige of “interest” 


connotation 
in the statute—or in the 


bond ft 


terms of the actual 


cannot even be 


argued, as the 
did in the Caulkins case," that the 


viewed the “interest.” 


Treasury 


parties increment as 


Pillar No. 5: Caulkins Circumscribed 


We have seen that throughout Rey ul 
119, the Treasury invokes prodigiously the 
technique of taxation by 


Israeli bonds are associated 


The 
Series E 


obligations. 


association 
with 
bills and state 
The syllogism is a simple one 


bonds, Treasury 


Taxation by association is, however, very 
susceptible to deflation under the 
analysis. We 
taxation ot 


bills 


trom spe ific 


impact oft 
rational 


that the 
Treasury 


have demonstrated 
Series E 
derives its 


bonds and 
authority solely 
and, further, that 
the exemption of state obligations rests not 
on the legal character of the increment, but 


on a constitutional immunity. Since 


legislation 


neither 
of these propositions establishes that incr« 
ment 1s interest 


deem the 


(taxwise), it is fallacious to 
Israeli bond increment taxable as 
interest simply because its structure may be 
fiscally 


similar to federal and state obliga 


tions, particularly because the crucial ques 
tion remains, even though the increment 

considered interest, of whether Sectio 
(1) conters 


StU¢ h 


capital treatment 


Rall 


increment 


Ironically, the Treasury do 


ently adhere to the technique oO 


by association, tot confronted with the 


ciation of the “accumulative 


nvestment 


tificate’” (considered in the Caulkins case) 


and the Israeli bond, the Treasury turns, 


and now resorts, to “taxation by disassocia 
Catulkins 


lreasury’s 


tion.” The 
fatal to the 


rationale is 
thesis 


patently 


Hence, the 


Discussed below 
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Caulkins rule 


must be disassociated 
his is executed in Rev 
the following maneuver 


trom 


Israeli bonds Rul 


119 by 


“In the case of Commissioner v. George 
Peck Caulkins, 144 Fed. (2d) 482, affirming 
the Tax Court decision, 1 T. C 
escence, ‘. B 1944, 5, 


the excess of the 


656, acqui 
held that 
received by the 


pursuant to a contract with Inves 
tors Syndicate over the 


the court 
amount 
taxpayer, 
aggregate payments 
Install 
capital 
certificate in 


made by him for an 


Certihcate, 


Accumulative 
constituted 
that the 
vas ‘“an evidence of 
to a 


ment gain, 


and stated question 
indebtedness” similar 
and falls 
within the statutory group governed by sec- 
tion 117(f)’ 


1 
yreciselyv te 


bond or debenture hence 


Chis decision should be limited 
what 
particular tacts ot that case It 
be inappropriate 


was there decided under 


the would 
to apply the decision to 


any other case unless the facts and circum 
stances conform to those stated in the pub 
lished ot the 


( Iu kins Cast 
Now it will be ved that the 


repudiate the 
Quite the contrary 


decision 


lax Court in the 


obser lreasury 


does not Caulkins decision 


119 deliberately 


acquiescence 


Rev. Rul 


records the Commissioner's 


therein—an 


has been on the 


acquiescence, 1m identally, which 
books for 
then 


Caulkins case 


| reasury 
W hat 


tacts n the 


no le SS 


lan a decade 


were the “par 
that ren 


its decision “inappropriate” to the Is 


rac li Situation 


In 1928 Caulkins purchased an 


accu 


mulative installment certificate” under the 
Investors Syndicate 
$20,000 at the 


s, if the 


terms of which agreed 


Oo Pay his expiration of ten 


payments provided therein 


paid $15,043.33 


made Phe taxpayel 


‘The ‘‘accumulative installment certificate’’ 
had the figures 542%" printed on the bottom 
of the first page of the certificate and on the 
cover page. A table of cash or loan values was 
included, showing the cash value (and 
value) for specified periods In the event of 
death, the holder or his legal representative 
had the option of continuing to make the 
agreed payments or surrendering the certificates 
and accepting ‘‘the full amount paid hereon with 
interest at the rate of 4% per annum com- 
pounded annually, computed on sums from dates 
paid to date of death "; if the holder 
became disabled, he was entitled to such bene- 
fits, ‘interest being computed on sums from 
dates paid to date when second party first be 
cames so totally and permanently disabled 
After the certificate had attained a cash value 
and the holder had failed for a period of two 
vears to make payment, the holder had an 
option of cancelling the certificate and receiving 
a paid-up certificate ‘‘in an amount equal to 
the then cash value of this Certificate plus inter 
est of 5%% per annum for ten 


loan 


years com- 
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on the certificate prior to November 7, 1938 
On April 11, 1939, Caulkins surrendered his 
certificate and received $20,000 from the 
It was undisputed that the differ 
ential of $4,956.67 was equal to 5% per cent 


company 


interest compounded annually on the 
paid in 
with 


amount 
The certificate was literally studded 
interest connotations.” As a 
Investors 


matter 
Syndicate reported the 
$4,956.67 as interest paid in its information 
return for 1939 


or tact, 


Caulkins reported the amount of $4,956.67 

as a long-term capital gain and, in comput 
ing his taxable took into account 
$2,478.34. The 
that the entire 
amount of $4,956.67 was income within the 
purview of Section 22. The singl 
whether the 
constituted 
capital gain 


The government, in 
hammered at 


(1) that the 
“interest” 


income, 


only 50 per cent thereof, o1 


Commissioner determined 


question 
presented 
$4,956.67 


was differential of 


ordinary income or 


hard-hitting briefs, 
two principal propositions 
increment of $4,956.67 was 
and (2) that amounts received 
as “interest” in connection with a redemp 
tion oOo! corporate evidences of indebtedness 
are taxable in their entirety, and not only 
in part as capital gain under Section 117(f) 
It pressed the point that interest was 
“neither in fact nor in theory a capital gain 
but a profit issuing out of and separated 
from the taxpayer’s capital’; and that Se« 
tion 117(f), in spite of its general language, 
was not meant to include within its provi 
sions interest paid on capital, but merely 
was intended to determine “the disputed 
question of whether the retirement of cor 
bonds or other securities should, for 
the purpose of the act, be treated as analogous 
sale of their 


porats 


to a thereof by 


ex¢ hange 
pounded annually, 
written request is 
exercised.'' The certificate provided 
vance payments increased the cash 
value by the amount of the excess ‘‘plus interest 
at 54% compounded annually; whenever the 
advance payments with interest, and the install- 
ment with interest, shall equal the maturity 
value of the Certificate, then the company will 
pay semiannually, interest in cash at 5'.% per 
annum to second party, his heirs or assigns 
until maturity Finally, the company had the 
right to call in the certificate and cancel the 
same by paying the holder the full amount paid 
thereon together ‘‘with interest at 54% com 
pounded annually for the time the company 
has had the use of the money (Italics sup 
plied.) 


4 


A third 


due ten from 
received or the 


years date 
option 
that ad- 


and loan 


point pressed was that the ‘‘ac 
cumulative investment certificate’’ was not a 
certificate, bond or debenture or other evi 
dence of indebtedness’’ under Sec. 117(f); this 
contention, not pertinent to the Israeli bond, wa 
rejected by the tax and appellate courts 
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holder.” ” It also argued that since Section 
117(f) expressly covers government bonds, 
a holding that Section 117(f) included 
received on retirement of such 
governmental obligations would conflict with 
Section 22(b)(4), expressly exempting in- 
terest upon the obligations of a 
political subdivision thereof.” 


“interest” 


State or 


The Tax Court ruled that whether or not 
the gain came within Section 22 was not 
determinative of the issue, since Congress, 
by enacting Section 117, had removed capi- 
tal gains and losses from the operation of 
Section 22. The court reasoned that it had 
no alternative but to treat a gain as capital 
gain if the gain realized by Caulkins had 
been included within the category of capital 

It went on to conclude that 
intended to take out of the 
income provisions of the revenue 
taxpayer in 
retirement of 


Zains or losses 
Congress had 
ordinary 
realized by a 
with the 
obligations 

The parallel between the taxpayer’s cer- 
tificate and United States 
pressed by the Treasury, 
Said the Tax Court 


“At the made to 
the fact that the contract between the syn 
dicate and petitioner, as evidenced by the 
certificate, was not unlike that between the 
Government and purchasers of United States 
Savings under the Second 
Liberty Bond Act as amended by the Act 
of February 4, 1935. The increment in the 
value of each is in the nature of interest, 


act gains con- 


nection spe cified 


savings bonds, 


boomeranged. 
hearing 


reference was 


Bonds issued 


the rate of increase being larger as the time 
of maturity approaches. The parties seem 
to agree that the increment in the value of 
the U. S. Savings Bonds would be taxable 
as a capital gain under 117(f) were it not 
for the fact that Congress specifically pro 
vided that it ‘shall be considered as interest’. 
(Ch. 5, sec. 6, 49 Stat. 21.) 


upon brief, states that the 


Respondent, 
provision was 
apparently included ‘for the express purpose 
of excluding from the capital gain provi 
That 


asa corol 


within the 


sions the increment on these bonds’ 


seems to be which suggests 
that 


capital 


true, 


lary similar obligations are 


gains provision unless expressly 


excluded.” ” 


Sixth 
different 


In its brief before the Circuit, the 


Treasury took a stand on this 
’ Government brief before the Circuit Court 
of Appeals for the Sixth Circuit, p. 12 
Brief cited, footnote 76, at pp. 12-13 
"The irony of the situation should not be 
overlooked. In Caulking the Treasury urged the 
accumulative investment certificate was not 
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score. It now argued that the purpose of 
Section 6 of the 1935 act amendment to the 
Second Liberty Bond Act—declaring that 
the increment should be considered interest 

“was merely to make sure that the tax 
exemption provisions of the Second Liberty 
Bond Act should apply to the War Savings 
Bonds.”” This premise was accepted by 
the Sixth Circuit; it ruled, however, that 
this had no bearing on the present contro- 
versy, since the decisive question was 
whether the amount received by the tax- 
payer fell within Section 117(f). In over- 
riding the Treasury’s argument, the Sixth 
Circuit declared 

“The inherent construing 
§117(f) is like this, 
where the amount received upon retirement 
of the security is calculated under the capi 
tal gains statute, although the transaction 
presents no true aspect of capital gain. 
In many cases governed by § 117(f), the most 
that will be paid the holder on retirement 
of the securities listed will be 


difficulty in 


presented in cases 


par, or the 
amount paid in and the agreed increment, 
if any. 

“While granting that the security held by 
the taxpayer is an evidence of indebtedness 
of the character described in § 117(f), the 
Commissioner contends that that section 
was not intended to cover the gain from 
interest, but only capital gain. It is pointed 
out that the increment here is identical with 
interest compounded at 5%4% during the 
agreed period; that the issuing company in 
its information return 
and that the 
symbols 514% in 


considered it as in- 
terest, certificate bears the 
two places. The Com- 
hence that the increment 
in value of the certificate constitutes com- 
pensation for the use of the taxpayer's 
money, which the Supreme Court has re 
cently stated to be interest, Cf. Deputy 

DuPont, 308 U. S. 488 and 
such it must be taxed in its entirety as 


ordinary income under § 22(a). 


missioner urges 


that as 


“Congress might well have made the dif 
ferentiation urged by the Commissioner, 
since it is difficult to perceive any practical 
reason for taxing increment of the type in 
volved here differently 
The fact that the does not 
provide for equal amounts of interest to be 
set aside each year, available to the holder, 
does not affect the question. The increment 


from ordinary in- 


come contract 


unlike the United States Series E bond In 


Rev. Rul. 119, the Israeli bond was also deemed 
similar to the Series E bond. However, Rev 
Rul. 119 failed to notice the similarity between 
the Caulkins certificate and the Israeli bond 

’* Brief cited, footnote 76, at p. 19 
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is consideration paid for the use of the prin- 
cipal sum. Unfortunately for the Commis- 
sioner’s contention, Congress has not made 
the differentiation. 

“Where statutory standards are lacking, 
statutory language is to be read in its nat- 
ural and common meaning. Helvering uv. 
Flaccus Oak Leather Co., 313 U. S. 247, 249; 
Kales v. Commissioner, 101 Fed. (2d) 35 
(C. C. A. 6). In the present case, the prom- 
ise was to pay $20,000 at the expiration 
of the ten-year period. Clearly $20,000 was 
the amount the retirement of 
the certificate and under the plain wording 
of §117(f), it was taxable as a capital gain. 
A provision that the increment in such cases 
should be taxable under § 22(a) might or 
might not and fair; but 
Congress has not enacted it, and the courts 
cannot supply it by judicial legislation. Be- 
cause of the application of the capital gains 
tax to securities which on their retirement 
may not result in capital gain, inconsisten- 
cies and inequalities may well result from 
the application of § 117(f). If this is so, the 
this the operation 
of the statute is for Congress and not for 
the courts.” 


The 


met and squarely 


received on 


have been wise 


correction of defect in 


Treasury’s argument 


repulsed.” 


was squarely 
This unadul- 
terated and undisputed interest element in 
the accumulative investment certificate, ruled 
the court, was clearly an amount received 
by the holder upon retirement of the secur- 
ity and, under the plain wording of Section 
117(f), taxable as a capital gain. It is hard 
to conceive of a security where the interest 
element was so exposed. Repulsed, the 
Commissioner For ten long 
the acquiescence has endured, 
Rev. Rul. 119 the 
not repudiated. 


acquiesced 
years and 
acquiescence is 
Despite the judi- 
cial invitation to Congressional 


even in 
records d 
“correction 
of this defect in the operation” of the stat- 
ute, ten long years have passed without a 
comma being altered in Section 117(f). 

In the 
justincation 


legal 
for not applying 
the Caulkins decision to the Israeli bond?” 


this what 


there be 


face ol record, 


can 


How can a holding endorsing capital gain 


treatment to the accumulative investment 


“In Mary D. Gerard, CCH Dec. 10,746, 40 
BTA 64 (1939), aff'd, 41-2 ustc { 9501, 120 F. (2d) 
235 (CCA-2), taxpayer loaned $225,000 to a 
corporation, and received a bond and mortgage 
for $247,500 (which included a 10 per cent 
bonus), payable with 6 per cent interest. The 
issue was whether payments received after 
recovery of cost resulted in ordinary income 
or capital gain. Section 117(f) was held inap- 
plicable, since the instrument was not in regis- 


Israeli Bond Ruling 


certificate, saturated with interest 
tation, be squared with a contemporaneous 
holding denying capital gain treatment to 
the Israeli bond emphasizing the words 
“capital appreciation”? Does the admonition 
in Rev. Rul. 119 that the Caulkins decision 
should be limited precisely to what was 
decided under the particular facts of that 
case mean that it will be limited to evi- 
dences of indebtedness issued by private 
corporations and not extended to securities 
issued by a foreign government? This lat- 
ter distinction may well be the point of 
departure in view of the heavy 
that Rev. Rul. 119 places upon government 
securities—for apart from this distinction, 
it is difficult to distinguish the Israeli bond 
from the accumulative investment 


conno- 


emphasis 


certificate 

Reason, however, dictates that the ration 
ale of the Caulkins decision applies with 
equal vigor to the Israeli bond. The basic 
and essential elements in the Israeli bond 
situation are manifestly not less favorable 
for capital gain treatment than the basic 
facts in the Investors Syndicate certificate 
There is, therefore, no justification for with- 
holding the application of the Caulkins deci- 
sion to the Israeli bond situation. 


Status of Payments Which Are Equivalent 
of Interest 


Now it is no doubt true that Mr. Caul 
kins’ gain on his accumulative investment 
certificate was the sum paid to him for the 
use of his money and, therefore, may loosely 
be described as interest or the equivalent 
The same thing is true of other 
noninterest-bearing 


of interest 
which 
the 
bond, or to state obligations, or to bankers’ 


obligations are 


issued at a discount similar to Israeli 


acceptances that an amount is 


the “equivalent of interest” is not the same 


But to say 


as saying that it is taxable as interest in- 
come under Section 22(a), for if there are 


specific statutory provisions which modify 


the generality of Section 22(a), such provi 


sions must necessarily supersede or be read 
as a gloss upon said section, That, in effect, 


is what was decided in the Caulkins case, 


the courts recognizing that it was unneces 


tered form and did not have coupons attached 
The Treasury never suggested the gain was 
the equivalent of interest and, therefore, or- 
dinary income 

* One commentator suggests that Rev. Rul. 119 
was prompted by a desire not to have the 
Israeli bonds appear more attractive to the 
American investor than the United States Series 
E bond (Morris, work cited) 
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Sal in view of Section 117(f), to de 
cide whether the increment was or was 
not interest 

The rule is by no means novel. It is not 
the purpose of this paper to enter into an 


extended discussion of the principle. A few 
examples may suffice. Over 20 years ago, 
Court, in Old Colony Railroad 
held that premiums 
upon the bonds 
vere not to be taken into account in deter 


the Supreme 
Company, received by 


a corporation issuance of 


mining the corporation’s interest deduction 
1913 
The Treasury, for years subsequent to 1913 


hile the 


[he bonds had been issued prior to 


bonds were sought 


taxpayer’s income a pro 


outstanding, 


o include in the 
rata portion of the original premium on the 
ground that otherwise the interest deduction 


would he 1 


overstated, The Treasury argued 
that the 


stipulated interest in the bonds was 
more than the taxpayer was required to pay 


and the premium, therefore, represented an 


adjustment of the interest. In other 


words, 
an “effec 


deduction 


he Treasury sought to determine 


in allowing the 
held 


income in the year 


tive” interest 


The Supreme Court that the pre 


mium was received and 


n no other year It added that this fact was 
not changed because the Treasury, with 
respect to years subsequent to 1913, per 


mitted taxpayers in general to amortize any 
premium on bonds over the life 
Said the Court 

In the 


obligation 


of the issue 


present case, as with 


corporate 


generally, the bond has a par 


| 


value and each 


coupon stipulates that on 


a date therein mentioned the company will 
pay a named 
Until the 


“ ard no one 


sum as interest on the bond 


present contention was put 
that the taxpayer 
entitled to deduct the entire amount 


specie d in the 


1or- 
suppose d 


was not 


coupon and actually paid 


taxable The 


who receives this sum certainly con 


during the year as interest 


person 


iders it interest and so, apparently, does 


the government, which requires him to r« 





those and 


interest by 


callea 
those 


nated in 


ally who pay 


who receive the amount so denomi 


that the 


deduction 


bond and 
permit the 


and do not 


and 
Statute 


coupon, 
words of the 
of that 


esoteri 


sum, reter to some 


concept derived from subtle and 


theoretic analysis.” 


The commission or fee 
deducted by the 


for making a loan 


lender from the original 
amount of the loan is undoubtedly part of 
the borrower's cost of obtaining of the 


and in this 


loan 

sense the “equivalent of inter 
est.” However, it has been held ™ that suc] 
commission or fee is income to the lendet 
when the loan is made to a taxpayer on the 
accrual basis and when the loan is paid or 
otherwise disposed of to a taxpayer on a 
These rulings necessarily recog 


initial 


cash basis. 
nize that the discount is not 

if it would have to be accrued 
ratably by the taxpayer on the accrual basis 


interest 
were, it 


The applicability of 117({) was not considered 


although in many cases the instruments evi 


dencing such a debt have coupons attached 


W here 


payment 


property is sold- on a deferred 


plan to a and the 
contract of sale does not specifically provide 


for interest, no 


municipality, 


part of any 
S¢ lle I 


therefore, 


installment pay 


ment 


received by the be con 


may 
sidered interest and, 
tax.” Che 


payments are 


exempt trom 
ruling is that the 
part of the total purchase 
price, although undoubtedly interest is an ele 


basis of the 


ment in determining such total purchase price 


Che holder of bonds 


does not upon the 


defaulted railroad 


realize interest income 


receipt of new securities in exchange there 


for pursuant to a tax-free reorganization 
even though the plan specihe ally designated 
a portion of the new securities as interest 
held 


de ter 


for the period of 
the old bonds.” 


mination is the 


time the taxpayer 
The this 
overruling of the 
Section 22(a) by the 


basis for 
$2 ¢ neral 
provisions of tax-de 


ferring section of the 1939 Code (Section 112) 


turn it all as such and does not permit him, No portion of life insurance proceeds paid 
if he or his predecessor holder paid more by reason of the death of the insured, in 
than par for the bond, to treat part of the fixed annual installments for a number otf 
sum received as a return of capital loaned years certain, is taxable as interest under 
ind the remainder as interest received the 1939 Code, though concededly interest 


“In short, we think that, in the common was an element in computing the aggregat« 


understanding, ‘interest’ means what is usu amount of installments.” 
#23 ustc 7 880, 284 U. S. 552, 52 S. Ct. 211 18,611(M), 10 TCM 1004 (1951) J. EB. Berry, 
(1932) CCH Dec. 20,164(M), 13 TCM 158 (1954) M 
"S| M. 3820. IV-2 CB 32 (1925): G. C. M. Shanis, CCH Dec. 19,404, 19 TC 641 (1953), aff'd, 
14839, XIV-1 CB 73 (1935) 54-1 ustc { 9426 (CA-3) 
“1. T. 2674, XII-1 CB 96 (1933) * Sidney W. Winslow, CCH Dec. 10,589, 39 
*sW. W. Carman, CCH Dec. 17,323, 13 TC BTA 373 (1939), aff'd, 40-2 ustc § 9582, 113 F 
1029 (1949), aff'd, 51-1 ustc § 9312, 189 F. (2d) (2d) 418 (CCA-1) 
363 (CA-2 1951) WwW D Wood, CCH Dec 
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“The answer is that we 


pO died agit thine | —— ae”. Tne 





must apply the not hold the notes in registered form for 


, tit ae I ee “i ee Ae Ge «Ge ae, 











—s- 


It has been held that Section 23(b) of the 
1939 Code prohibited the deduction of in- 


terest paid banks on funds borrowed to 
purchase certain defaulted (tax-exempt) 
bonds (with coupons attached) rejecting 


taxpayer's that 23(b) 
should not be applied, since virtually all the 


interest payments 


contention »ection 
were with re- 
spect to defaulted coupons and, therefore, 
constituted return of capital and not inter- 
est. The Fifth Circuit that the 
statute “means exactly what it says. It 
must be applied as written . .. . To 
give the invoked statute any other effect 

would be not to enforce but to re- 
write it.” ™ 


received 


stressed 


Rev. Rul. 119 Tantamount to Amendment 
of Section 117(f) 
We have already seen that the over 


whelming authorities support the proposi 
tion that discount does not constitute interest 
Sut even if discount constituted interest, 
the realization of the discount-increment 
upon retirement of the obligation was, under 
the Caulkins 
received by the holder upon the retirement 
of the bond within the meaning of Section 
117(f) and, 
gain 


rationale, deemed an amount 


therefore, qualifying for capital 
treatment. Stripped of pseudolegal 
authorities, Rev. Rul. 119 would write into Sec- 
tion 117(f) a limitation not presently there 
It would make 117(f) inapplicable to the 
original bonds 


discount on discount 


In fact, in the construction of 
117(f), 
straint, 


Section 
the courts, exercising judicial re 
have warned that 
Congress alone—has the 


Congress—and 
power to correct 
any inequalities or inconsistencies that may 
be claimed to exist in its operation. Prior 
to the adoption of Section 117(f) in the 
1934 act, losses arising from the redemption 
of corporate securities were deductible from 
gross income as a bad debt under Section 
23(k). After the adoption of Section 117(f), 
the question arose as to whether such a loss 
still remained deductible as a bad debt 
under Section 23(k) or must be treated as 
a capital loss under Section 117(f). In this 
setting, the application of Section 117(f) 

Clyde C. Pierce Corporation, 41-2 usrc { 9507, 
120 F. (2d) 206 (CCA-5) 

* CCH Dec. 10,745, 40 BTA 60 (1939). 

% 40-1 ustc § 9156, 108 F. (2d) 642 (CCA-2) 
The Second Circuit held that the transaction 
was not a ‘‘retirement’’ under Sec. 117(f), argu- 
ing “A man as sanguine as Micawber might 
describe his bankruptcy as a ‘retirement’ of his 
obligations, but a merchant seeking credit who 
spoke in such euphemisms might find himself in 
trouble later. Where creditors receive a petty 


Israeli Bond Ruling 


would be favorable to the Commissioner 
and detrimental to the taxpayer. It is not 
surprising, therefore, that taxpayers, faced 
with a upon rectirement of corporate 
securities, should have sought refuge under 

23(k) and disdained the capital 
treatment accorded by Section 117(f). 


iOss 
Section 
had purchased $25,000 par 
value of debentures of a private corporation 
for $24,750. The debtor encountered finan- 
cial difficulties and, under a plan of reor 
ganization, the receivers were directed to 
pay to debenture holders $5 for each $1,000 
debenture surrendered for cancellation. The 
taxpayer availed himself of this provision 
and in his tax return claimed a 
of $24,625 as a bad debt. The Treasury 
determined that the loss was a capital loss, 
and the Board of Tax Appeals affirmed™ his 
determination. The Second Circuit reversed.” 


A taxpayer 


deduction 


The Fifth Circuit, almost contemporane 
ously, adopted a different view™ of Section 
117(f). The Fifth Circuit reasoned that the 
effect of Section 117(f) make the 
retirement of corporate paper “equivalent 
for tax purposes to the sale of it to another, 
and the is that it 
falls under the capital asset provisions of 
§117(a) and (d), and if it has held 
more year a loss cannot be taken 
into account at 100 per cent and the limi 
tation of capital net losses to $2,000 will 
apply.” 


was to 


necessary consequence 


been 
than a 


In view of 
tiorarl was 


the conflict of 
granted in both 


decision, cer 


cases. ‘The 
Supreme Court,” after holding that the 
word “retirement” embraced the transac 


tions in both cases, said: “It is plain that 
Congress intended by the new subsection 
(f) to take out of the bad debt provision 
certain transactions and to place them in 
the category of capital gains and losses.” 
In response to the claim of the taxpayer in 
that 
the application of the subsection to his case 
produced an unjust effect, since if he had 
refused to surrender his debentures for the 
nominal consideration offered, he could have 
charged off the whole cost as a bad debt under 
Section 23(k), 


the first of the two mentioned 


cases 


the Supreme Court said: 


dividend (one-half of one per cent in this case) 
on the collapse of their debtor, their claims 
may be extinguished but are hardly ‘retired’.”’ 

*” 40-1 ustc { 9331, 110 F. (2d) 878 (CCA-5) 

" Specifically, the Fifth Circuit said that ‘‘the 
deposit of the bonds for surrender and their 
surrender for cancellation on payment by the 
District of the agreed sum was a retirement 
of them,"’ 

“41-1 ustc { 9168, 311 U. S 
sions cited at footnotes 89-90 


527, aff'g deci 
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“The answer is that we must apply the 
statute as we find it, leaving to Congress 
the correction of asserted inconsistencies 
and inequalities in its operation.” 

If we assume that capital gain treatment 
for the Israeli increment results in an in- 
equality or inconsistency, the correction 
thereof reposes in Congress. The exclusive- 
ness of Congressional authority was even 
more strikingly developed in Lurie v. Com- 
missioner.” The petitioner had acquired, in 
1938 and 1939, certain notes issued by the 
Hilton Hotel Company. She held the notes 
until their retirement. The notes were reg- 
istered in 1940. ‘They were retired in 1941 
—more than 24 months after their acquisi- 
tion, but less than 18 months after their 
registration. The sole question presented 
was whether gain upon retirement consti- 
tuted capital gain or ordinary income. 
117(b) of the 1938 act, 
here involved, capital assets held for less 
than 18 months were taxed at 100 per cent, 
and capital assets held for more than 24 
months were taxed at only 50 per cent. The 
petitioner, in computing her net income for 
1941, took into account only 50 per cent of 
the gain, while the Treasury held that 100 
per cent thereof should have been taken into 
account. The petitioner made two conten- 
tions: (1) that the notes were in registered 
form when retired, which was sufficient 
compliance with the statute and (2) that the 
notes were capital assets held for more than 
two years and, therefore, on retirement, that 
profit constituted long-term capital gain, 
regardless of the fact that they were not 
in registered form for the statutory period. 
The Treasury contended that, when prop- 
erly read, Section 117(f) required that se- 
curities be in registered form at the time 
of issuance, subsequent registration 
was insufficient; alternatively, it argued that 
since registration had occurred in August, 
1940, and retirement in 1941, petitioners did 


Under Section 


and 


ministrative ruling.” 


not hold the notes in registered form for 
the period of 18 months required by Section 
117(b). It will be seen that the petitioner’s 
argument rested on the plain language of 
Section 117(f), while the Treasury argued 
for a “rational” construction which, in effect, 
would limit Section 117(f) to securities in 
registered form at the time of issuance. 
Both the petitioner’s contentions were re- 
jected by the Tax Court,” but the Ninth 
Circuit reversed. It held that since the notes 
were in registered form at the time of their 
retirement, Section 117(f) applied. It re- 
fused to read into Section 117(f) a provision 
that the securities must be in registered 
form at the time of issuance. Passing to the 
second contention, it stated: 

“The Tax Court held that, because the 
notes were in registered form for less than 
18 months, they did not come within sub- 
section (f). If so holding, the Tax Court 
read into subsection (f) a provision which 
it does not contain, namely, that, to come 
within it, a note must be in registered form 
for at least 18 months—a provision which 
only Congress could enact, and which Con- 
gress has not enacted. The holding was a 
clear-cut mistake of law. We can and should 
correct the mistake.” 


In the Lurie case, the court repulsed the 
Treasury's attempt to read into Section 
117(f) a limitation that the security must 
be in registered form at the time of issu- 
ance, as well as a limitation that the security 
must be in registered form for a specified 
period. Rev. Rul. 119 attempts to read into 
Section 117(f) a limitation that capital gains 
treatment is accorded to amounts other than 
initial discount. Actually, the limitation at- 
tempted in Rev. Rul. 119 was long ago 
rejected in the Caulkins case. The revision 
sought by the Treasury requires Congressional 
enactment, and cannot be achieved by ad- 





*% 46-2 ustc 1 9315, 156 F. (2d) 436 (CCA-9), 
rev'g CCH Dec. 14,469, 4 TC 1065 (1945). 

“ Said the Tax Court (4 TC 1068) 

“As to petitioners’ first contention, that if the 
notes were in registered form at the time of 
retirement the statute was satisfied, we have 
not the slightest doubt that this was not the 
Congressional intent. Such a last minute regis- 
tration just before retirement, even after the 
call fot retirement has been issued, would per- 
mit the holders of notes or other securities 
to determine for themselves, in accord with 
their individual advantages, the tax conse- 
quences that would flow from retirement, with- 
out regard for uniformity of treatment or the 


interests of the Government. The suggested 
interpretation seems contrary to the whole 
basic concept of § 117(f)."’ 

210 


March, 1955 ®@ 





As to the second contention, the Tax Court 
ruled that ‘“‘since petitioner’s notes were not 
in registered form for the minimum period 
fixed by §117(b), ie., 18 months, they cannot 
be held to satisfy § 117(f).”’ 

* Cf. Commissioner v. Korell, 50-1 ustc § 9328, 
339 U. S. 619, where the Supreme Court rejected 
the Treasury's argument that the deduction 
for amortizable bond premium allowed by 
Code Sec. 125 excluded a premium paid for a 
bond which contained a _ conversion-to-stock 
privilege but was intended to include only that 
premium paid for securing a higher value of 
interest than the market average. The Court 
ruled there was nothing in the Congressional 
committee report on Sec. 125 indicating that a 
limited significance of the term “bond pre 
mium"’ was intended. Shortly after this deci- 
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Epilogue: Congressional Repudiation 
of Rev. Rul. 119 


This critique of Rev. Rul. 119 was con- 
ceived, crystallized and formulated long before 
the appearance of the Internal Revenue 
Code of 1954 (H. R. 8300). We were con- 
vinced that Rev. Rul. 119’s postulates were 
founded upon pillars of pseudolegal sand 
destined to crumble with the fresh wind 
of reason and rational analysis. This con- 
viction was affirmed by the House Ways 
and Means Committee, which drastically al- 
tered the tax pattern molded by Section 
1i7(f). This is not the place to detail the 
minute provisions of Section 1232 of H. R. 
8300. It is sufficient to quote the general 
explanation set forth in the House com- 
mittee’s report™ which makes it crystal 
clear that under the 1939 Code (namely, 
under Section 117(f)) the gain representing 
discount on original issue, though a form of 
interest, is treated as capital gain upon 
retirement of the bond or when it is sold or 
exchanged; the explanation reads: 

“Under existing law any gain realized 
from a corporate or Government bond in 
registered form or with coupons attached 
is treated as a capital gain either if the bond 
is held to retirement or if it is sold or 
exchanged. Part or all of this gain, however, 
may represent discount on original issue which 
is a form of interest income and in fact is 
deductible as an interest payment by the 
issuing corporation. 


“Effective with respect to bonds issued 
after December 31, 1954, the committee bill 
provides that any gain realized by the holder 
of a bond attributable to the original issue 
discount will be taxed as ordinary income. 


(Footnote 95 continued) 


sion, Congress amended Sec. 125 in the 1950 
act to exclude from its operation the amount 
of premium on a convertible bond attributable 
to the conversion features of the bond (see 
Code Sec. 125(b)(1)). 


* Report of the House Committee on Ways 
and Means to accompany H. R. 8300, General 
Explanation, Section XXVII, Subdivision E. 
The report of the Senate Committee on Finance, 
No. 1622 (83d Cong., 2d Sess.), p. 112, suggested 
that uncertainty existed regarding the transac- 
tion 


“Under section 117(f) of present law, when 
a corporate or Government bond in registered 
form or with coupons attached is retired the 
transaction is treated as a sale or exchange. 
There is some uncertainty as to the status of 
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This discount is apportioned over the entire 
period to the maturity of the bond and if 
the bond is sold prior to maturity only a 
pro rata portion of this discount is attributed 
to the gain realized by the seller. Any ex- 
cess gain over the amount considered as 
ordinary income will be taxed as a capital 
gain. This rule is not applied to State and 
local government securities since interest 
income on these securities is free of tax. 
Rules for determining the original issue 
price are provided by the bill.” (Italics 
supplied.) 

The first two sentences of the above- 
quoted explanation make it plain that under 
Section 117(f) the gain attributable to dis- 
count on original issue “is treated as a 
capital gain” even though it is a “form of 
interest income.” Section 1232 will apply 
to bonds issued after December 31, 1954, 
and manifestly the gain attributable to 
original discount on post-1954 bonds will be 
taxed as ordinary income. It is indeed a 
tax freak that the repudiation of Rev. Rul. 
119 should come so soon (in terms of tax 
relativity) after Rev. Rul, 119’s promulga- 


tion. It is, however, only fair to say that 
the economic (though nonlegal) basis of 
Rev. Rul. 119’s rationale must have been 


very appealing, for it will set the pattern 
for taxation of future bond issues. 

In the light of Section 1232 of H. R. 8300 
and the committee report thereon, a revo- 
cation of Rev. Rul. 119 would be a welcome 
tribute to the fair administration of our tax 
laws. If we are to remain a nation of laws 
and not of men, legislation must remain the 
exclusive domain of the legislator, not the 


administrator. [The End] 


“In spite of two world wars, an increase in population of 846 million persons was 
recorded for the first half of the twentieth century. If current trends since 

1950 continue, world population will rise by about one and one-half 

billion persons in another generation.’’—National Planning Association. 


proceeds in these transactions, l|.e., as capital 
gain or as interest income where the bond or 
other evidence of indebtedness has been issued 
at a discount (see I. T. 3486, 1941-2, C. B. p. 
76, as compared with Comm. wv. Caulkins, 144 
F. 2d 482). In these cases, that part of the 
amount received on a sale or exchange which 
may represent a partial recovery of discount 
on original issue is a form of interest income 
and in fact is deductible as an interest payment 
by the issuing corporation. 

“Effective with respect to bonds issued after 
December 31, 1954, the House bill removes 
doubt in this area by providing that any gain 
realized by the holder of a bond attributable 
to the original issue discount will be taxed as 
ordinary income. This is, of course, not in- 
tended to have any effect with respect to bonds 
issued before that date."’ 
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Unfortunately, the Author Reports, It 


Is Not Just a Matter of Time and Clearance of 


Red Tape Before We Get a Uniform Formula 


The Uniform Apportionment Formulalf fo 


By WALTER CHWALS 
Manager, Tax Department, 
United States Rubber Company 


LACK of uniformity in 
taxation has for 


state in- 
years been the 
source of annoying and costly situations to 
corporations doing an 


fl HE 


come 


business. 
State taxing statutes, being individual cre- 
ations drawn to fit the economy and 
revenue needs of a particular state, are com- 
pletely oblivious of 
on the 


interstate 


their collective 
The result been a 
sad situation of expensive tax compliance, 
duplicated and disproportionate 
and a plethora of 


impact 
taxpayer. has 
taxation, 
controversial issues to 
plague the taxpayers and to consume the 
productive time of tax administrators 


Groups 
individuals, 


and associations of interested 
both taxpayers and tax ad 
ministrators, have for years been studying 
and discussing the possibilities of finding 
1 generally acceptable answer to this prob- 
lem. It is interesting, for example, to note 
from the reports of the National Tax As- 
sociation that, as far back as 1920 and 1921, 
committees were appointed “to consider the 
allocation problem.” The research activities 
and the efforts of the groups 
associations to get the states to 


several and 
consider 
a uniform apportionment formula covers a 
span of well over 30 years—years during 
which a great deal of effective missionary 
work was done. But the results obtained 
commensurate with the efforts 


Perhaps this isn’t too surprising 


were hardly 
expended 


when it is considered 


that, in trying to 
secure uniformity, these groups were indi- 
rectly proposing a control or restriction on 
the sovereign power of each state to tax 


as it these 


wished. Furthermore, groups 
were pleading equity and justice for inter- 
state corporations operating as “foreigners” 
in all but their home state. That’s a small 
voice to the state legislator who is drafting a 


bill to fit the needs of his local constituents. 


The really surprising thing is that the 
men who have worked on these committees 
haven't thrown im the sponge. On the con 
trary, like hounds on a fresh scent, they 
are today driving harder than ever toward 
their goal—a goal which a recent develop 
ment appears to have moved closer than it 
has ever been before 


In April, 1954, the Controllership Foun 
dation, Inc., published a research report * 
under the expansive title “Apportionment 
and Allocation Formulae and Factors Used 
by States in Levying 
Measured by Net 
ing, Distributive and Extractive 
rations.” This report has brought about 
a renewed and widespread interest in the 
problem, As is stated in the foreword of 
that report, the Controllers Institute Na- 
tional Committee on State and Local Tax- 
ation has for several years been studying 
the problems created by the lack of a uni- 
form apportionment formula. As a _ back- 
ground for further study and a springboard 
for future action, the committee asked the 
Controllership Foundation, Inc., “to under 
take and underwrite impartial research on 
the subject.” The foundation engaged the 
Bureau of Business Research, University of 
Michigan. Albert H. Cohen, CPA, did the 
research and the writing under the general 
direction of the research director of the 
Controllership Foundation, and with the 
counsel and technical advice of a Research 
Project Advisory Committee appointed by 
the foundation. 


Based on cr 


Manufactur- 


Taxes 
Income of 
Corpo- 





* Available from the Controllership Founda- 


tion, Inc., 1 East 42nd Street, 
New York, at $1.50 per copy. 
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About the same time that this report was 
in preparation, the Council of State Govern- 
ments arm for the 
considering a resolution 
adopted at the 1953 meeting of the gover- 
Seattle requesting the council to 
and report back on the problem of 
attaining uniformity in the apportionment 
of net income. The council learned of the 
research project already in 
requested that, upon publi 
cation of the report, copies be made avail 
ible to it for review and study 


The 


impartial analysis of the 


(research Governors’ 


Conterence) was 
nors im 
study 


foundation’s 
and 


process 


research report is a and 


thorough 
facts as they exist 


today in the field of state income taxation 


It is an ably digested and documented 
confirmation of what a tax man knows 
from experience: that prescribed apportion 
ment rules are extremely diverse; that 
there are imconsistencies in treatment of 
income, construction of apportionment for 


mulae and definitions; and that overlapping 
and inconsistent tax laws have a compound 
effect upon corporate taxpayers and make 
the administration by state officials difficult. 
(Incidentally, this report is recommended 
reading for all 


interested in 


state tax men, well 


the solution of 


as as 


this 


for those 


problem.) 


Armed 


port, 


with this unbiased research re 
plus the results of a canvas of its 
membership (covering approximately 3,300 
firms representing a major cross-section 
of American industry), the National Com- 
mittee on State and Local Taxation of the 
Controllers Institute presented a report of 
its findings and recommendations to the 
Council of State Governments. The council, 
vith a committee of state tax administra 
tors, considered these reports and findings 
along with its own studies in drafting its 
report and recommendations for presentation 
to the Governors’ Conference which met in 
July, 1954, at Lake New York 


George, 


Uniform Apportionment Formula 


As a result of the foregoing, there has 
come out the Governors’ Conference 
a state tax administrators’ recommendation 
tor a three-factor formula (sales, payrolls, 
tangible property) for manufacturing, mer 
chandising and extractive The 


ot 


business. 


administrators also agreed that uniform 
definitions of each of the factors in the 
formula should be adopted in all states, 
but choice of specific definitions was de 
ferred pending a check into their impact 
on the revenues of individual states. The 
Council of State Governments, with the 


cooperation of state tax administrators, is 


now taking steps to carry out this study. 


his is the first time in the history of 
these efforts to accomplish uniformity that 
action of the crusading taxpayer committees 
has been joined in a complementary activity 
on the part of tax administrators at so high 
a level. This marks an important milestone 
on the road to uniform and equitable taxation 

that long road traveled by the untiring 
committees of National Tax 
National Tax Administrators 
and Controllers Institute of America. We 
cannot without a nod of recognition 
to the pioneers in this work, such men as 
Leo Mattersdorf, Joseph Martel, Raymond 
Allen, Claude Hupp, Fred L. Cox, Walter 
W. Walsh, Henry F. Long, Paul A. Reck, 
LeBurne Metzger, Henry L. Maggiolo, 
John McFarland and a host of others who 
have unselfishly devoted a 
time and effort 
common good, 


Association, 
Association 


pass 


deal of 
the 


great 


to advance an idea for 


Let us not think for a moment that the 
main difficulties have overcome and 
that it is just a matter of time and clear- 
ance of red tape before we get a uniform 
formula. Unfortunately, that is not so. The 
clue to the greatest stumbling block is that 
part of the state tax administrators’ recom- 
mendations which any final. agree 
ment on specific definitions of factors until 


been 


defers 
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the impact of such definitions on individual 
state revenues can be determined. To put 
it bluntly, the states want to know how 
much it will cost them to change from the 
present formulas they employ. 


Obviously, there will have to be sacrifices 
on the part of some states, as well as some 
taxpaying corporations, if and when a uni- 
form apportionment formula is adopted, as 
there is bound to be some switching of the 
apportioned income into different taxing 
However, the benefits to be 
gained from the avoidance of duplicate tax- 
ation, the simplification of tax compliance 
and the facilitation of 
are so broad in 


jurisdictions 


tax administration 
scope and important in 
cumulative effect that they are unquestion- 
ably paramount. 


Some 
ation 


recent trends may aid this situ- 
The rapidly growing move to decen- 
tralize industry is building up the manu 
facturing the South and the 
West. As these grow, there should be less 
aversion in sections to the 
formula whose property- 
payroll-sales elements favor a manufactur- 
ing state. Then, too, the rigidity of the 
“Massachusetts” formula could be over- 


come by splitting the third element, sales 


facilities of 
these so-called 
“Massachusetts” 


into equal parts, one of which is determined 
by reference to the selling office and the 
other of which is determined by reference 
to location of the customer. By the same 





token that growth of manufacturing in the 
South and West may promote acceptance 
there for a “Massachusetts” type formula, 
the relative decline of manufacturing in 
the Northeast should ease the way for ac- 
ceptance of the split-sales element giving 
the customer-state a more favorable weight 
in the apportionment fraction. 


The foundation for a reasonable and 
equitable uniform apportionment formula 
has been laid. It is within the power of 


the states to take a collective and unselfish 
stand in support of uniformity in income 
taxation. Admittedly, the local political 
and economic situation in some instances 
may complicate and delay the move for a 
change, but greater difficulties have been 
overcome when there was a will for it. If, 
on the other hand, the states fail in this 
opportunity to voluntarily find a solution 
to this problem, they will open the door 
to the only other agent empowered to do 
so, the Congress of the Unitéd States 
There is plenty of precedent for Congres 
sional action where interstate commerce is 
a factor, as it is in the subject matter, and 
there is adequate power under the Com 
merce Clause of the Constitution for Con- 
gress to deal with the uniformity question 
here involved. I have a feeling that neither 
the taxpayers nor the state tax adminis- 
trators would prefer this alternative so- 
lution to the problem of uniform state in- 


come taxation. [The End] 


THE SUN NEVER SETS ON A TAXPAYER 


\ small group of internal revenue 
representatives embarked about Feb- 
ruary 1 for foreign countries 
to assist United States citizens abroad 
in the preparation of their federal tax 
returns Various cities in Canada, 
Mexico, Central and South America, 
the Caribbean, Europe and the Far 
East are included in the list of places 
to be visited 


various 


As a general rule, the internal reve 
nue representatives visit only those 
foreign cities where substantial num- 
bers of United States citizens reside, 
and in most of the cities they have 
temporary office quarters in the United 
States Embassy, Legation or Consulate. 

The 1954 edition of the pamphlet 
Income Tax Guides for United States 
Citizens Abroad has been delivered to 
all United States Foreign 
posts throughout the world, 


Service 
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The pamphlet points out that, gen 
erally speaking, the incomes of United 
States citizens residing or physically 
present in foreign countries are tax- 
able, with one exception, in the same 
manner as the incomes of those resid- 
ing in the United States 


Citizens of the United States who 
prepare their 1954 income tax returns 


on the calendar-year basis are required 


to file by April 15, rather than by 
March 15, as has been the rule for 
many years. United States citizens 


who are residing or traveling abroad 
on April 15, however, are automatically 
granted a three-month extension of 
time by Treasury regulations—until 
June 15—in which to file their returns. 
Persons who take advantage of this 
extension in filing their returns, how- 
ever, must pay interest at 6 per cent 
per annum on the unpaid amount of 
tax for the period of the delay. 
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By ABRAHAM H. SPILKY, 
CPA (New York), 

and PAUL HALPRIN, 

Member of the New York Bar 


Old Section 275(c) 


and Special Situations 


This is a study of the application 

of old Section 275(c) to special 
situations. The problem probably will 
not arise under the present Code, 

as it is adequately covered by 
Section 6501 (e)(1)(A){ii). 


| arte SOME TIME PAST, accountants 

have endeavored to cut down their work 
in the preparation of income tax returns on 
behalf of their clients. 


In April, 1952, the New York State Society 
of Certified Public Accountants, through its 
Committee on Federal Taxation, requested 
an opinion from the Commissioner of In- 
ternal Revenue which would permit tax- 
payers to omit all details of income and 
expense on forms Schedule C 1040, 1065 and 
1120. In lieu thereof, the taxpayer would 
annex to the returns detailed schedules of 
profit and loss statements, balance sheets, 
reconciliation of surplus, reconciliation of 
book income to taxable income, etc., and 
only the taxable net income figure would be 
carried forward to the proper line on the 
tax return. This method is used by the 
Dominion of Canada’ and would save ac- 
countants and taxpayers a considerable amount 
of time. 

11 See form T2, Dominion of Canada, Depart- 
ment of National Revenue. The Province of 
Quebec also accepts financial statements at- 
tached to the tax returns for the computation 
of its tax on allocable net profit; see form C-18 
Rev. 2-53. 

2The complete text of the letter from the 
Bureau will be found in 22 New York Certified 
Public Accountant 438-439 (July, 1952). 

* See 22 New York Certified Public Accountant 
561 (September, 1952). 

"SEC. 275. PERIOD OF LIMITATION 
UPON ASSESSMENT AND COLLECTION. 

“Except as provided in Section 276— 

“‘(a) General Rule.—The amount of income 
taxes imposed by this chapter shall be assessed 


Section 275(c) 


The Commissioner stated that tax returns 
prepared on the basis outlined by the society 
would not be acceptable to the Internal 
Revenue Bureau, and it requested that com 
pleted returns be filed on the forms required. 
The Commissioner did not give any reason 
for denying this request other than “the 
attachment of such statements in lieu 
of the’completion of the returns, has 
a number of objectionable features which 
makes such a practice very undesirable from 
the standpoint of the Bureau... .”? 


The Department of Taxation and Finance 
of the State of New York took a similar 
position.’ It has even been suggested that 
the Tax Commission will return forms to the 
taxpayer which are not filled in as required. 


Since New York State usually follows the 
federal rulings in income tax matters, it is 
probable that its views on this matter will 
depend upon what the Commissioner does. 


The Commissioner has taken the position 
that where a taxpayer attaches schedules to 
the return, in lieu of completing the return 
itself, and brings forward to the face of the 
return only the “net income” figure, he has 
understated or omitted a his 
that used in 
Section 275(c); hence, the five-year statute 
would apply, instead of the normal three 
years as provided for in Section 275(a).* 


portion of 


“gross income” as term is 


within three years after the return was filed. 
and no proceeding in court without assessment 
for collection of such taxes shall be begun after 
the expiration of such period, 


‘(c) Omission from Gross Income.—If the 
taxpayer omits from gross income an amount 
properly includible therein which is in excess 
of 25 per centum of the amount of gross income 
stated in the return, the tax may be assessed, 
or a proceeding in court for the collection of 
such tax may be begun without assessment, at 
any time within 5 years after the return was 
filed.*’ 
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Not long after the date of the Commis- 
sioner’s letter, he successfully prosecuted a 
case exactly in point before the Tax Court. 


Deakman-Wells Case 


In the Deakman-Wells Company, Inc. case,” 
the company was engaged in the construc- 
tion business. It kept its books on the ac- 
crual basis, but for reasons known best only 


Sales, Accrual Basis 





to itself, it filed its income tax returns on 
a cash basis. 


The company did not report its net sales, 
cost of sales, etc., on page 1 of its return 
for the fiscal year ended April 30, 1947. 
Apparently, the only line filled on page 1 
was the line “Gross profit from sales,” 
$74,042.87, which amount was computed in 
a separate schedule attached to the return 
which showed in full detail: 


Add: Accounts Receivable 


at Beginning of Period 


Sub-Total 





Deduct: Accounts Receivable 


at End of Period 


Sales on Cash Basis 


Cost of Sales, Accrual Basis xxx 


Add: Accounts Payable at Be- 


ginning of Period 


Sub-Total 





Deduct: Accounts Payable 


at End of Period 
Cost of Sales, Cash Basis 


Gross Profit on Sales 


Had the gross profit been computed on the 
accrual basis, it would have been $146,737.74. 

The corporation filed its tax returns on 
the due date, July 15, 1947. The Commis- 
sioner sent a statutory notice of deficiency 
on a different issue on June 27, 1951, which 
was more than three years, but less than 
five years, after the date of filing. 

The issue of the understatement of income 
was not raised by the Commissioner until 
September 3, 1952, at which time the Com- 
missioner claimed that the taxpayer had 
understated its “gross income” by more 
than 25 per cent, and invoked Section 275(c). 

At this point -we can eliminate the issues 
which more properly would fit into “practice 
and pleadings,” and confine ourselves solely 
to the issue of Section 275(c), upon which 
the entire case would rest or fall. 


*’ Deakman-Wells Company, Inc., CCH Dee 
19,740, 20 TC 610, rev'd, 54-2 ustre {§ 9439, 213 F. 
(2d) 894 (CA-3). 

* ‘SEC. 41. GENERAL RULE.—The net in- 
come shall be computed upon the basis of the 
taxpayer's annual accounting period ... in 


XXX 

XXX 

XXX 

XXX 

XXX 
XXX 
XXX 
XXX 

XXX 


Simplified, the case boiled down to the 
following questions: 


(1) Was the taxpayer correct in filing its 
return on the cash basis, or should it have 
used the accrual basis? 


If the answer to question (1) is that the 
taxpayer should have used the accrual basis, 
the corollary question is: 


(2) Since the taxpayer left page 1 of the 
return blank, did it fall within the purview 
of Section 275(c)? 

The Tax Court answered question (1) by 
citing Section 41° and C. L. Carver.’ Since 
the taxpayer kept its books on the accrual 
basis, it was required to file its tax returns 
on the same basis 

The Third Circuit reversed the Tax Court 
and cited its own findings in the Uptegrove 


accordance with the method of accounting regu- 
larly employed in keeping the books of such 
taxpayer; ... ."" (Italics supplied.) 

*CCH Dec. 16,229, 10 TC 171, aff'd, 49-1 ust 
{ 9191, 173 F. (2d) 29 (CA-6). 
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Lumber 
pos tion 


Company case (see below). The 
taken by the Commissioner is 
answered by the Third Circuit as follows: 

“In the present case, the taxpayer made 
no computation of any kind on page one; 
substituting merely the notation ‘See Sched- 
ule Attached’. In computing its gross income 
it substantially followed the form on 
one It can scarcely be expected 
that every taxpayer’s business will be such 
that the form supplied by the Commissioner 
can always be followed in computing gross 
income. It is accordingly sufficient if all 
items of income disclosed in a 
schedule attached to the return in which the 
computation is made.” 


page 


gross are 


Uptegrove Case 


in the case of Uptegrove Lumber Company 
v. Commissioner; the Third Circuit passed 
on the question of whether an overstatement 
of an item in the “cost of sales” schedule 
which would result in an understatement of 
“gross profit from sales” constitutes an “omis 
sion” as that term is used in Section 275(c). 


The Uptegrove Lumber Company filed a 
complete return on Form 1120 for the calen- 
dar year 1944; it showed its sales on line 1, 
its cost of sales on line 2, and so forth, Its 
cost of sales was further detailed on Sched- 
ule A of the return. Under the heading 
“Salaries and wages” of that schedule, it 
included an item of $40,181.18, which repre- 
sented accrued retroactive wage increases 
and vacation-pay benefits, which would not 
be payable until approved by the West Coast 
Lumber Commission, an agency of the Na- 
tional War Labor Board. Total income 
reported on the return was $75,780.14. 


The lumber did not release 
jurisdiction December 20, 1945. No 
part of the accrued wages was ever paid; 
the accrual was credited to 
surplus in 1945. 


commission 
until 


reversed and 


The Commissioner disallowed the deduc 
tion and mailed a 
heiency on 


statutory notice of de- 
February 28, 1950, which was 
three but less than five 
from the filing date of the return 


more than years, 


years, 


The Commissioner claimed that the 
income” 


gross 


of the taxpayer is the gross profit 


* CCH Dec. 19,107(M), 11 TCM 765, rev'd, 53-2 
ustc | 9475, 204 F. (2d) 570 (CA-3). 

*H. Rept. 704, 73d Cong., 2d Sess., p. 35. 

“ S. Rept. 558, 73d Cong., 2d Sess., pp. 43-44. 

"CCH Dec. 12,889, 1 TC 121. 

House Hearings before Committee on Ways 
and Means, 73d Cong., 2d Sess., p. 139. 


Section 275(c) 





reported on line 3, plus any other items of 
income reported on lines 4 to 14, or the 
“total income” reported on line 15, or 
$75,780.14. The disallowed deduction made 
the corrected gross income $115,961.32. He 
also claimed that by understating the gross 
income, the taxpayer had “omitted” from 
gross income an amount “which was more 
than 25 per cent of the amount of gross in- 
come stated in the return,” and invoked 
Section 275(c). In its opinion, the Tax 
Court, which sustained the Commissioner, 
cited the House Ways and 
mittee report,” the Senate 
mittee report” and _ its 
Estate of C. P. Hale.™ 

The Third Circuit, which reversed the Tax 
Court, cited both the House and Senate 
reports cited by the Tax Court, and also the 
report of a House Ways and Means sub- 
committee.” 


Means Com- 
Finance Com- 


own opinion in 


The keystone of the court of appeals deci 
sion is the emphasis on the words “omits from 
gross income.” The court said that “omit” 
cannot be equated with “understate,” It 
points out that under the Commissioner’s 
construction, an error made in good faith 
in the “Deductions” section of the return 
would keep the statute of limitations open 
only for the three-year period, whereas the 
same type of error in the “Gross Income” 
section would automatically extend the statute 
for an additional two years. 


“ 


This decision was directly contrary to the 
decision of the Sixth Circuit about nine 
years prior on an almost similar set of facts. 
It also conflicted with a number of Tax 
Court decisions decided about the same period 


American Liberty Oil Company Case 


In the American Liberty Oil Company case,” 
the Wofford Production Company sold an 
oil lease to its parent company (American 
Liberty Oil Company) for $150,000. In its 
income tax return, the company reported 
the sale, but claimed as costs certafh pay 
ments made by it under the lease and claimed 
a loss of $4,203. At the time of the filing of 
the return,” the payments referred to were 
recognized by the Commissioner as proper 
additions to the basis. With these costs 
eliminated from its base, the Commissioner 


% American Liberty Oil Company, Transferee 
of Wofford Production Company, CCH Dec, 
12,920, 1 TC 386 (decided December 30, 1942). 

% The taxpayer's return for the year 1934 was 
filed on June 13, 1935. The decision involving 
the costs in question was decided June 1, 1937: 
Thomas v. Perkins, 37-2 ustc § 9315, 301 U. S 
655 (CCA-5). 
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claimed that the taxpayer had a taxable gain 
of $73,080.14. The Tax Court held that there 
was an omission from gross income of more 
than 25 per cent and that Section 275(c) 
applied. From this case, the taxpayer took 
no appeal. 

In the C. A 


similar. 


Reis case,” the 
The taxpayer reported his gross 
sales under the caption “Capital gains and 
losses.” He claimed as costs amounts in 
excess of the amounts subsequently allowed 
by the Tax Court (although not based on 
a question of law as in the American Liberty 
Oil Company case). Here, too, the Tax Court 
sustained the Commissioner on the question 
of the application of Section 275(c). The 
Sixth Circuit agreed with the Tax Court. 


issue was 


The Tax Court, as recently as 1952, fol- 
lowed the same line of reasoning. 

Marvin Berry” filed a tax return for the 
year of 1941 to which was attached a sched- 
ule showing his gross sales, cost of sales 


expenses, net income of 


and 
income. As residents of 
California, a community-property state, each 
spouse brought forward to the face of each 
separate return one half of the net income 
appearing in the schedule 


his business 


his wife’s gross 


The Tax Court held that since the Berrys 
were not married until August 30, 1941, the 
income from the business did not become 
community income until that date, and that 
Mr. Berry’s taxable share of the business 
should have been five sixths instead of one 


half. Accordingly, it held that there had 
been an “omission from gross income” in 
excess of 25 per cent and that Section 


275(c) applied 


It is idle to speculate what position the 
Court of Appeals for the Ninth Circuit 
would have taken had the Berrys chosen to 
appeal, but a clue could be found in an al- 
most similar case, decided by it many years 
before, which was cited by the Tax Court 
in the Berry cas« 


In O'Bryan v. Commissioner,” the taxpayer 
reported his entire gross income in a sched- 
ule attached to the return and allocated one 
half to himself and half to his wife. 
The court held that because of a prior agree- 


one 


ment, the husband’s income was no longer 
community that the allocation of 
one half to his wife was erroneous and that 


income, 


* CCH Dec, 12,875, 1 TC 9 (decided November 
12, 1942); the Tax Court denied the Commis- 
sioner’s invocation of Sec, 275(c) because of the 
lack of evidence in the record of the income 
reported in the return Upon rehearing, with 
the necessary evidence in the record, the Tax 
Court sustained the Commissioner; CCH Dec 
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New Section 6501(e)(1)(A)(ii): 
SECTION 6501. LIMITATIONS 
ON ASSESSMENT AND COLLECTION. 


. 





(e) Omission from Gross Income.— 
Except as otherwise provided in h 


subsection (c)— F 
(1) Income taxes.—in the case of 
any tux imposed by subtitle A— c 
(A) General rule— ... . For S 
purposes of this subparagraph— 7 
, 
(ii) In determining the amount i 
omitted from gross income, there ! ; 
shall not be taken into account any : ; 
amount which is omitted from gross ‘ 
income stated in the return if 
such amount is disclosed in the ? 
return, or in a statement attached 
to the return, in a manner 


adequate to apprise the Secretary 
or his delegate of the nature and 


amount of such item. 
such allocation was an “omission” sufficient 
to bring Section 275(c) into play. 

The Ninth Circuit dismissed the fact that 
a statement was attached to the return by 
saying: 

“The mere appearance of the total amount 
of gross income somewhere on the face of 
an income tax return is not sufficient to 
prevent an omission within the terms of 
§ 275(c). The government is not required 
to search carefully throughout a tax re 
turn to ascertain some fact 
it on notice of error. It is apparent 
the pertinent legislative history that care 
and good faith on the part of a taxpayer 
will not prevent the applicability of 
section (c).” 


which will put 


from 


sub 


In the Uptegrove case, the court said 





“Beyond this, we have found no decision 
of a Court of Appeals which has considered 
this problem. The 


Commissioner suggests 


13,260(M), 2 TCM 216, aff'd, 


142 F. (2d) 900 (CCA-6). 


“ Marvin Berry, CCH Dec. 18,882(M), 11 TCM 
301 (amending order April 25, 1952). 


44-1 ustc { 9347 


" 45-1 ustc $9229, 148 F. (2d) 456 (CCA-9) 
aff'g CCH Dec. 13,229, 1 TC 1137 
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that his position is supported by such cases 
as Ewald v. Commissioner 6 Cir., 1944, 141 
F. (2d) 750; Ketcham v. Commissioner 2 
Cir., 1944, 142 F. (2d) 996 and O’Bryan v. 
Commissioner 9 Cir., 1954, 148 F. (2d) 456.” 

Neither the Ewald nor the Ketcham case 
is in point. In both cases, the taxpayer 
omitted income from a trust which was 
held taxable to the taxpayer under Section 
167(a)(2). The court dismisses all three 
cases as criteria by saying further: 


“These cases all involved failure to enter 
certain items of gain in the gross income 
sections of returns. Each taxpayer relied 
upon the fact that somewhere else in the re- 
turn, or in some statement attached to it, 
he had revealed the existence of the item 
in question though he did not report it as 
gain taxable to himself.” 


The court completely ignores the Reis 
case, although it was cited in the O’Bryan 
case. It also ignores other Tax Court de- 
cisions such as American Liberty Oil Com- 
pany. Yet, these cases are more similar to 
the Uptegrove case than any of the cited cases. 

The Berry and O’Bryan cases may be dis- 
tinguished by the fact that the taxpayers 
allocated a portion of their gross income to 
the tax return of another, but both the Reis 
and American Liberty Oil Company cases in- 
volve errors in the computation of certain 
costs which enter into the computation of 
“gross income,” and the net result was no 
different than what was done in the Upte- 
grove case. 

The Deakman-Wells case is so recent that 
it cannot be determined what position will 
be taken by the courts in similar cases. 


As recently as January, 1954, the Tax 
Court, on a set of facts similar to those in 
the Uptegrove case, sustained the Commis- 


*% Estate of J. W. Gibbs, Sr., CCH Dec. 20,101, 
21 TC 443 

In a case decided in July, 1954, the Sixth Cir- 
cult refused to follow the Uptegrove case; 
Henry J. Carew, 54-2 ustc § 9491, 215 F. (2d) 58, 
aff'g CCH Dec. 19,515(M), 12 TCM 253. The 
facts in this case are almost the same as in the 
Uptegrove case, but the court followed the rea- 
soning in the O’Bryan case, cited at footnote 17, 
and used the same quotations given above. 

One of the items included in ‘‘Cost of sales’’ 
and disallowed by the Commissioner was ‘‘ali- 
mony settlement, $11,200.00."". Whether this de- 
duction had any bearing on the court's decision 
cannot be determined. See the strong dissent 
by Judge Miller. 

* Benjamin Harrow, ‘‘New York State Tax 
Forum," 22 New York Certified Public Account- 
ant 559. 

™2 ustc { 485, 280 U. S. 453, 50 S. Ct. 215 
(decided February 24, 1930). Almost similar 


Section 275(c) 


sioner in the application of Section 275(c).” 
The Tax Court stated that it was not unaware 
of the Uptegrove decision, but nevertheless 
decided as it did. 


Question of Completed Return 


One writer” suggests that there is a pos- 


sibility that returns which contain all in- 
formation on schedules, and not on the 
return itself, may be treated as incomplete 
returns. The cases most frequently cited 
do not bear out this view. 

Florsheim Brothers Dry Goods Company, 
Ltd. v. U. S.™ stated that the statute of 
limitations runs from the date of the filing 
of the completed return, rather than from 
the date of filing of the tentative return. 
The Supreme Court discusses what con- 
stitutes a completed return in the following 
language: 

“The word ‘return’ is not a technical work 
of art. It may be true that the filing of a 
return which is defective or incomplete under 
section 239 [of the Revenue Act of 1918] 
is sufficient to start the running of the 
period of limitation; and that the filing of 
an amended return does not toll the period 

[Citations omitted.] But the defec- 
tive or incomplete return purports to be a 
specific statement of the items of income, 
deductions, and credits in compliance with 
section 239, And, to have that effect, it must 
lionestly and reasonably be intended as such.” 


Denman et al. v. Motter, Collector™ in- 


volved the question of an excess profits tax 
return for the year 1917, which was filed 
on plain paper instead of on the required form. 
The court held that this started the tolling 
of the statute of limitations. This case may 
be distinguished, however, because the blank 
forms were unobtainable despite diligent 


language was used in a district court case de- 
cided in 1925, U. 8. v. Mabel Elevator Company, 
17 F. (2d) 109 (DC Minn.): 

“It comes down to the question as to whether, 
when a taxpayer makes an honest return, which 
he believes to be in compliance with the law, 
the government can assess a deficiency against 
him after the expiration of 5 years [the statute 
of limitations period under the Revenue Act of 
1924] on the ground that it was not in strict 
compliance with the law. This question 
must be answered in the negative by 
Otherwise, there would practicaliy be no period 
of limitation whatsoever, and every man who 
made an inaccurate return could have a defi- 
clency assessed against him at any time, because 
an inaccurate return is not a return made 
strictly in compliance with the law."’ 


™ 44 F, (2d) 648 (DC Kan., 1930), appeal to 
CCA-10 dismissed, 50 F. (2d) 1079. 
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Both authors were formerly employed 
as internal revenue agents. 


effort on the part of the taxpayer and its 
accountants to obtain them and because the 
instructions on Form 1065 apparently per- 
mitted the use of blank paper. The case 
seemed to hinge on the question of credi- 
bility: Were the schedules attached to Form 
1065 when mailed by the taxpayer? 

The cases of Zellerbach Paper Products 
Company v. Helvering,” involved the retro- 
active features of two different revenue acts, 
the Revenue Act of 1921 and the Revenue 
Act of 1926. The Court defines a complete 
return in the following language 

“Perfect accuracy or completeness is not 
necessary to rescue a return from nullity, 
if it purports to be a return, is sworn to as 
such [citation omitted] and evinces 
an honest and genuine endeavor to satisfy 
the law.” 


The Court, in discussing the difference in 


tax liability due to the retroactive provisions 
ot the new law, states 


“What that was could be ascer 
tained by a simple computation, dependent 
upon data fully supplied by the return al- 
ready filed, and calling only for the applica- 
tion of the statutory rule.” 


amount 


National Contracting Company v. Commis 
sioner™ held that the statute of limitations 
did not toll on a Form 1120 where the tax- 
payer gave no information in the return, 
other than a typed sheet pasted to it. The 


court quoted the Board of Tax Appeals 


“On its face only the formal parts at the 
top of the form were filled in, and a typed 
sheet was pasted to the form, which states 


in substance that the 


return is submitted 


subject to the final disposition of the peti- 
tioner’s tax liability for the years 1920-1924 


‘now before the 


Revenue’, 


pending 
Internal 


Commissioner of 
and that the right is re 
served to amend the return upon such final 
disposition since there are items pending 
which affect the year 1925. This rider states 
further that, the taxpayer having elected to 
report on a completed contract basis, there 
is no taxable profit since no contracts were 


completed during the taxable year, and all 


“"Two different cases with the same issues, 
both decided on November 5, 1934 One, 35-1 
uste § 9003, 293 U. S. 172, 55 S, Ct. 127, involved 
the retroactive provisions of the Revenue Act of 
1921; the other, 293 U. S. 183, 55 S. Ct. 132, 
involved the retroactive provisions of the Rev- 
enue Act of 1926 
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expenses were assigned to contracts I 
way and not completed. The remainder of 
the form contains only comparative balance 
sheets as of the beginning and the end of 
the year, and ‘the verification affidavit sub- 
scribed to by the president and treasurer of 
the petitioner.’ 


Conclusion 


(1) It is the opinion of the authors that 
the rationale of the Deakman-Wells case is 
the logical approach to the question raised 
in this article. Not all taxpayers can keep 
within the narrow confines of the official 
return forms, and the use of schedules is the 
best way to solve the problem 


(2) It is probable that the Commissioner's 
reasons for issuing his letter are: (a) fo 
statistical purposes and (b) for audit purposes 


As to the first, there is no doubt that a 
considerable amount of time could be saved 
if the information required for statistical 
purposes is shown clearly on page 1 of the 
return, rather than to have it appear some- 
where in possibly bulky schedules attached 
to it. This problem is not insurmountable; 
adequate provision could be made for this pur 
pose by the use of a summary table on page | 


As to the second, the authors cannot see 
any objection. Most of the internal revenue 
agents are trained accountants; many have 
CPA certificates, and it should be no more 
difficult for them to audit a return to which 
schedules are attached than to audit a re 
turn which is completed in the form required 
by the Commissioner. There is hardly any 
return of decent size which does not require 
supporting schedules, and a few more sched 
ules should not create any greater difficulties, 


(3) The preparation of the larger returns 
is time consuming 


There is no reason why 
the Commissioner 


should not cooperate in 
reducing this time by permitting the use ot 
adequate schedules attached to the return 


(4) Until the Commissioner changes his 
position, taxpayers and their representatives 
should complete their tax returns in the re 
quired manner. Lawsuits are expensive, and 
taxpayers will lose the costs of the lawsuits 


even if they should win the final decision 


[The End] 


To the same effect see: F. A. Hall Company, 
Inc., CCH Dec. 1359, 3 BTA 1172 (decided April 
3, 1926), acq., VI-1 CB 3 (prior nonacqg. with- 
drawn); and I. T. 2451 VIII-1 CB 283 
{ 9614, 105 F. (2d) 488, aff'g CCH 
10,001, 37 BTA 689 


% 39-2 ust< 
Dec 
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By NORMAN E. SCHLESINGER 
Newark Attorney 


Mortgage Foreclosures 
by Savings Institutions 


This Is a Discussion of the Tax Consequences 


of Mortgage Loan Transactions Which May 
Give Rise to Savings Institution Bad Debts 


‘ AVINGS and loan associations and mutual 
nN 
reason to be concerned with the multitude 
of tax problems which regularly confront 
other kinds of business organizations. How- 
ever, the enactment of the Revenue Act of 
1951 reclassified the tax status of these in- 
stitutions with the result that they can no 
longer overlook the tax [ 


consequences of 
their transactions.’ 


The large volume of personal savings on 
deposit in savings institutions makes it im 
portant that their financial health be safe- 
State banking laws, for a long 
time, have required that adequate reserves 
be set aside to meet losses that may occur 
in less 


guarded. 


prosperous than those at 


The Congress has also recognized 


years 
present 
the need for creating reserves during the fat 
years to meet the 
In the 


exigencies of the 
Revenue Act of 1951, provi- 
was made for savings institutions to 
bad debt measured by a 
statutory formula; * thereby, current taxable 
income can be reduced to the extent that it 


is necessary to set aside earnings to meet 
future losses 


lean 
years.” 
sion 


create a reserve 


t Secs. 
of 1951 

S. Rept. 781, 82d Cong., lst Sess., pp 

Sec. 313(e), Revenue Act of 1951 

* Regs. 118, Sec. 39.23(k)-5(b). 

See McKeever, ‘‘Taxation of Savings and 
Loan Associations,’’ 31 TAXES 265 (April, 1953); 
Lowrimore 3uilding and Loan Associations 
Their New Tax Status,"’ 30 TAxEs 873 (Novem- 
ber, 1952) 3ard, Federal Income Taxation 
of Mutual Savings Banks,’’ 30 TAxes 436 (June 
1952) 

* Revised Statutes of 
50-2, so provides 


313(a), 313(b), 313(j), Revenue Aet 


26-28 


New Jersey, Tit. 2A 


Mortgage Foreclosures 


savings banks for many years had little 


Regulations * 
ternal 


of the Commissioner of In- 
and discussions by other 
writers ® have adequately demonstrated the 
mechanics of the provision for a reserve for 
bad debts. Thus, this aspect of the problem 
will not be explored here 


Revenue 


This discussion 
will deal with the tax consequences of mort 
gage loan transactions which may give rise 
to savings institution bad debts 


Savings unlike commercial 
banks and other lending agencies, conduct 
most, if not all, of their lending 
upon the security of 
estate 


institutions, 


business 
mortgages on real 
If a borrower defaults on his obliga 
tions, the savings institution must take one 
of several steps to recover as much as pos- 
sible before that the unpaid 
balance of a loan has ripened into a bad 
debt Mortgage foreclosure is often the 
only step that can be taken, In some states, 
no action can be maintained on the bond 
until the mortgage has been foreclosed.’ In 
asmuch as 


ascertaining 


a suit on the bond is no longer 
a prerequisite to determining a bad debt 
deduction,’ the savings institution may avoid 
foreclosure by with the 


satisfaction of the 


agrecing 


to take the property in 


borrower! 


’ Sec, 124(a), Revenue Act of 1942, amended 
1939 Code, Sec. 23(k)(1), to eliminate the re 
quirement that debts must be ascertained to be 
worthless before deduction was permitted, If 
the taxpayer considers the debt to be uncollecti- 
ble, the deduction is allowable subject to the 
discretion of the Commissioner. This flexible 
rule eliminates the previous stringent rule re- 
quiring, in some cases, a lawsuit to ascertain 
worthlessness See Danzig. ‘‘Bad Debts and 
What the Individual Can Do About Them, 
Proceedings of New York Uniwersity Ninth 
Annual Institute on Federal Taxation (1950) 
pp. 405-406; Stanley and Kilcullen, The Federal 
Income Tax (2d Ed., 1951), p. 84 
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debt. Selection of either a foreclosure or a 
voluntary conveyance in satisfaction of the 
debt will have varying tax consequences 
Therefore, the nature of each transaction 
and its tax treatment is important 


Mortgage Foreclosure 


If a formal mortgage foreclosure is to take 
place, the savings institution may assume 
the position of purchaser at the foreclosure 
sale or a third party 
highest bidder. 


may become the 


In the early history of the taxation of a 
mortgage foreclosure, if the mortgagee were 
the successful bidder at the foreclosure sale, 
the acquired property would stand in place 
of the bond or note which he held* At this 
point there was no tax incident. When 
third parties, other than the mortgagee, ac- 
quired the property so that the mortgagee 
received money rather than realty, an un 
collectible deficiency was regarded as a bad 
debt.’ 


In 1921, the Commissioner eliminated the 
distinction between realty and money so that 
it made no difference whether the mortgagee 
acquired the realty on foreclosure or was 
paid the proceeds of the sale by a third 
party.” A deficiency between the bid price 
and the fair market value of what the mort 
gagee received was deductible as a bad debt. 


A second feature subsequently was added 
to the foreclosure Not only 
could there be a bad debt, but the mort- 
gagee could sustain either a capital gain or 
" The Commissioner amended his regu- 
lations so that an exchange of the bond or 
note, representing the unpaid loan, for realty 
on foreclosure is recognized as a tax event. 
If the fair market value of the realty exceeds 
the bid made by the mortgagee, the mort 
gagee has profited and his gain may be 
treated as a capital gain.” The converse 
relationship in the value of the realty to the 
bid would result in a capital loss, 


transaction. 


loss 


The relationship between the fair market 
value of the real estate, the unpaid balance 


oi «vc debt and the amount of the bid for 


which the mortgagee acquires the property 


e 


* Regs. 45, Art. 153 (T. D. 3146) 

* Cited at footnote 8 

” Regs. 62, Art. 153 (T. D, 3295) 

* Regs. 69, Art. 153 (T. D. 3922) 

Regs. 118, Sec. 39.23(k)-3(a) 

“1. T, 3121, 1937-2 CB 138 

“Cited at footnote 13, as illustrated in I. T. 
3159, 1938-1 CB 188, example 2 

»” 1954 Code, Sec. 11 

1954 Code, Sec. 166(a), and Regs 
39.23(k)-1(a) 
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on foreclosure will create a variety of re- 
sults. If the mortgagee bids the full unpaid 
balance of the bond or note, the debt is fully 
paid and there can be no deficiency.” If the 
property is worth less than the unpaid bal 
ance of the debt and the mortgagee bids the 
lower amount, the difference between the 
bid and the debt balance is a deficiency 
which, if uncollectible, will be deductible as 
a bad debt.“ The foregoing rule suggests 
the situation where the bid price and the 
fair market value of the realty are not the 
same. If the mortgagee-savings institution 
were to make a nominal bid, it would be in 
a position to take a bad debt deduction for 
the difference between the bid and the bal 
ance due on the debt. If the institution is, 
by virtue of its reserve position, subject to 
income tax at the 30 per cent or 52 per cent 
rates,” either an outright deduction “” from 
taxable income or a deduction through the 
reserve for bad debts™ would be advan- 
tageous. 


The path is not without its obstacles 
Two problems face the taxpaying institu- 
tion. First, the mortgagee has to consider 
the capital gain portion of the transaction 
If a nominal bid is made and the fair market 
value of the property is higher, a capital 
gain will be earned.” The present tax rate 
of 25 per cent applicable to capital gains ” 
may make the nominal-bid approach de 
sirable because there will be at least a 5 
per cent, and possibly a 27 per cent, reduc- 
tion in the applicable tax rate. In the nor 
mal situation, it may be expected that the 
Commissioner would follow his regulation 
that bid price is the measure of fair market 
value in the absence of clear and convincing 
proof to the contrary.” 
where a 


However, in cases 
nominal bid is made, one might 
expect the Commissioner to urge that the 
fair market value is considerably in excess 
of the bid price so that a capital gain can 
be measured. It has been 
the savings 


suggested that 
should 
determination of 


institutions obtain ap- 
praisals to support their 
fair market value.” This practice is heartily 
endorsed, but no taxpayer should be lulled 
into the belief that he is fortified 


by his own appraisals.” Although one might 


securely 


71954 Code, Sec. 
39.23(k)-1(a). 

% Regs. 118, Sec. 39.23(k)(3), and I. T. 3159, 
1938-1 CB 188, example 3. 

” 1954 Code, Sec. 1201(a) (2) 

*” Regs. 118, Sec. 39.23(k)-3(a) 

"% See United States Savings and Loan League 
Federal Guide, p. 206.07. 

= The value of appraisals as evidence of fair 
market value is subject to the discretion of the 
court examining the facts. The court is not 


166(c), and Regs. 118, Sec 
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expect the Commissioner to urge that a bid 
is not the best evidence of fair market value, 
the taxpayer may be able to translate 30 
per cent taxable income into 25 per cent 
capital gain. Therefore, the practice of sav- 
ings institutions to successfully acquire 
realty on foreclosure—using a nominal bid 
attended by its lower foreclosure costs— 
may be a successful tax road to follow. Un- 
doubtedly, there will be many 
where appraisals will hold up. 
must be examined on 
perienced counsel. 


occasions 
Each case 
its merits by ex- 


Albeit the opportunity for a bad debt de- 
duction is an inducement for making a 
nominal bid, further examination of Section 
593 of the 1954 Internal Revenue Code 
must be made.” A savings institution may 
set aside out of profits “the amount by 
which 12 per cent of total deposits or with- 
drawal accounts of 
such 


its depositors at the 
year exceeds the sum of its 
surplus, undivided profits, and reserves at 
the beginning of the taxable year.”™* In 
other words, if the reserve method is elected, 
actual bad debts in one year do not affect 
taxable income until the succeeding year 
An election to use the reserve method binds 
the institution * to a procedure whereby ac 
tual bad debts are chargeable to the reserve, 
not to current taxable income. 


close of 


Inasmuch as 
one of the factors used to measure the de 
duction from income is the reserve balance 
at the beginning of the taxable year, the bad 
debts of the current year will not affect 
taxable income until the succeeding year. 
This condition, coupled with the speculative 
nature of total deposits and withdrawal ac- 
counts at the close of the 


taxable year, 


makes the attempt to obtain a future bad 


debt deduction at the price of a 


capital gain risky business, 


current 


(Footnote 22 continued) 
bound to follow appraisals if they are contrary 
to its best judgment. See Tracy v. Commis- 
sioner, 2 ustc { 818, 53 F. (2d) 575 (CCA-6, 1931), 
cert. den., 287 U. S. 632. Sale price is usually 
the best evidence of fair market value; how- 
ever, if the sale is under such circumstances 
so that it would not be deemed an arm’s-length 
transaction, the price may not be acceptable 
as evidence of fair market value. See Gordon, 

Problems of Valuation in Tax Court Trials,’ 
Proceedings of New York University Tenth 
Annual Institute on Federal Taxation (1951), 
p. 777; Huey & Philip Hardware Company, CCH 
Dec. 10,849, 40 BTA 781. 

*% Sec, 313(e), Revenue Act of 1951. 

* 1954 Code, Sec. 593(2) 

*% Rev. Rul, 211, I. R. B. 1953-21, 6 

* Cited at footnote 13 

* The Commissioner of Internal Revenue clar- 
ified I. T, 3121 in I. T. 3159, 1938-1 CB 188, 
indicating that, in a formal foreclosure, a bid 


Mortgage Foreclosures 


Voluntary Conveyance 
in Lieu of Foreclosure 


On many occasions, the mortgagee and 
the mortgagor will agree to a conveyance 
of the property to the mortgagee in settle- 
ment of the unpaid balance of the debt. 
Such a transaction avoids a foreclosure sale 
and its attending expense. Originally, the 
Commissioner considered a voluntary trans- 
fer in settlement of the debt as an exchange 
of capital assets which might give rise to a 
capital gain or loss.” In effect, the mort- 
gagee was treated as having exchanged a 
bond and mortgage for a parcel of real 
estate. To this extent, there was no differ- 
ence between a formal foreclosure, under 
the Commissioner’s early view, and a volun- 
tary conveyance in lieu of foreclosure. 
However, the bad debt feature of a formal 
foreclosure was not made available in a 
voluntary conveyance transaction.” 


After several. courts of appeal—notably 
the Ninth Circuit deciding the case of Com 
missioner v. Spreckels *—said that these two 
transactions were essentially the same, the 
Commissioner reversed his position and 
ruled that bad debt deductions could arise in 
voluntary The 
Commissioner's ruling was designed to fol- 
low the Spreckels case to the extent that 
both of these transactions—that is, formal 


conveyance transactions.” 


foreclosure and voluntary conveyance in lieu 
ts 
of foreclosure—were identical. 


difference in 


However, 


there may be a 


result when 
one or the other type of transaction takes 


place. In the formal foreclosure, the meas 


ure for a bad debt deduction is the difference 
between the successful bid made by the 
mortgagee and the balance of the debt.” In 
the case of a voluntary conveyance in com- 
promise of the debt, the measure for a 
lower than the mortgage balance would result 
in a bad debt. It was not until the Commis- 
sioner promulgated I, T. 3548, 1942-1 CB 74, 
that a bad debt arose when there was a volun- 
tary conveyance. 

* 41-2 ustc { 9546, 120 F. 
See, also, Rogers, CCH Dec 
aff'd, 39-1 usrc § 9490, 103 F. (2d) 790 (CCA-9), 
cert. den., 308 U. S. 580; Harry Bingham, CCH 
Dec. 10,468, 38 BTA 913, rev'd, 39-2 usrc { 9636, 
105 F. (2d) 971 (CCA-2) 

* I. T. 3548, 1942-1 CB 74. 

” Judge Garrecht in the opinion in Commis- 
sioner Vv. Spreckels observed that in Rogers, 
cited at footnote 28, the court saw no difference 
between a sale of real estate by the mortgagor 
followed by payment of the proceeds to the 
mortgagee, on the one hand, and conveyance 
of the real estate to the mortgagee in satis- 
faction of the debt, on the other 

“TI. T. 3121, 1937-2 CB 138, and I. T. 3159, 
1938-1 CB 188, still control formal foreclosures 


(2a) 517 (CCA-9). 
10,033, 37 BTA 897, 
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possible bad debt is the difference between 
the fair market value of the property 
the balance of the debt.” In most cases, this 
is a difference without a distinction. 


and 


However, assume that the ABC Savings 
and holds a mortgage 
bond having a balance of $10,000; the prop- 
erty has declined in value to $10,000, and the 
borrower has defaulted. 
undertakes formal and bids in 
the property for a nominal amount of $1,000, 
it would have a $9,000 bad debt. The Com- 
missioner would be expected to urge that 
the fair market value of the property is 
$10,000 so that there would be a capital gain 
of $9,000." Even if the savings institution 
determines that it might be worth while to 
seek a bad debt deduction at the 
capital gain, this would not be possible when 


Loan Association 


If the mortgagee 
rorec losure 


cost ot 


the mortgagee accepts a voluntary convey 
ance of the realty in 
closure and sale 


lieu of formal fore 
In the former transaction, 
the test for a bad debt is the 


tween the fai 


difference be 

market value of the property 
and the unpaid balance of the debt,” which 
in the example were both $10,000 If the 
fair market value of the realty can be estab 
lished at a lower figure than the balance of 
the debt, will be a bad debt to the 
extent that the deficiency is uncollectible.” 
Once again, the find 


there 


institution may itself 


put to its proof 


“GI Mortgages” 
Most 


gages guaranteed under 


savings institutions have many mort- 
Section 501 of the 
Readjustment Act of 1944 in 
called the “GI 


guaranteed 


Servicemen’s 
Commonly 
kind of 


requires special attention when considering 


their portfolios 


Mortgage,” this loan 


the tax aspects of foreclosures 
At the outset, the potential bad debt 


ured by the balance due on the 


mortgage 
meas 
mortgage 


and either the bid price, in case of fore- 


closure,” or the fair market value, in case of 


a voluntary 


conveyance in lieu of 


lore 
will be reduced by the payment 


received under the guarantee. 


‘ losure 


For example, assume that the $10,000 


mortgage having a 60 per cent guarantee 1s 


- 1, T. 3548, 1942-1 CB 74 

* Commissioner would apply 
39.23(k)-3 

* Regs 118, Sec 
note 31 

“It must be remembered that the taxpayer's 
decision to treat a debt as uncollectible is 
always subject to a challenge by the Com- 
missioner Regs. 118, Sec. 39.23(k)-l(c). 

"Cited at footnote 31 
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foreclosed. 
$100. 
tion 


The savings institution may bid 

However, the Veterans Administra- 
may determine that the fair 
value of the property is $5,000. The savings 
institution would receive $1,000 under the 
guarantee, and the bad debt, which normally 
would be $9,900 ($10,000 $100), is re- 
duced to $8,900. If the administration finds 
the fair market value or subsequent sale 
price of the property to be higher than the 
guarantee, there would be no economic loss 
reimbursable to the institution. Neverthe- 
less, the bad debt would exist for tax purposes 


market 


It is interesting that the approach used by 
the Veterans Administration treats the fore 
closure and the subsequent sale of the prop 
erty by the institution as if it were a single 
transaction.” This is the approach that 
makes and would be a welcome 
change to the present 
under the current 


sense 
artificial procedure 
posture of the law. The 
two-sided approach, wherein there may be 
both a bad debt a capital gain in the 
same foreclosure transaction, is particularly 


and 


onerous to Savings institutions 


New Legislation 


had an 
this condition 
drafted 
its draft of the law, would have postponed 
any tax consequences in 


Congress opportunity to correct 
1954 Code 


The House of Representatives, in 


when the was 


a foreclosure until 
the mortgagee had sold the underlying prop 
erty.” After a sale would be consummated, 
the mortgagee would sustain a gain or loss 
measured by the basis of the property 
(which would be the amount of the unpaid 


debt) and the sale price of the property. 


The this arrangement would be 
that the mortgagee would not be entitled to 
debt deduction if the value of the 
property were actually less than the unpaid 
balance of the debt.” 
was based upon the theory that prior law 
permitted creation of artificial bad debt de 


ductions by mortgagees effecting foreclosures 


vice in 
a bad 


The House prop sal 


with nominal bid prices. However, its at 
tempt to close a loophole 
hardship on 


debt 


would work a 


real bad 


(Continued on page 232) 


mortgagees hav ing 


losses 


" Cited at footnote 32 

“If the mortgagee disposes of the real estate 
acquired at foreclosure, the proceeds of sale 
will be considered when reimbursement is made 
under the guarantee. Thus, if the proceeds of 
sale make the mortgagee whole, he is not 
entitled to reimbursement under the guarantee 

” H. R. 8300, 83d Cong., 2d Sess., and H. Rept 
1337 (March 9, 1954), XXVI, E 

“S. Rept. 1622 (June 18, 1954), XXVI, G 
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The Government Tends to Raise 
Most of the Necessary Revenue by 
Taxes on Consumption Goods 


The Tax System of Turkey 


By ROY G. BLAKEY and GLADYS C. BLAKEY 


MERICAN interest in Turkey has usually 

been centered on its strategic position 
and strength as a military bulwark against 
the USSR. Since 1946, millions of Ameri- 
can dollars have been spent to help build 
roads, develop airfields, improve agriculture, 
and import mechanical equipment for farm- 
ing, manufacturing and transportation, as 
well as for the military efficiency of the 
country Probably little is known of the 
efforts of the Turkish people to modernize 
their fiscal well as the educa 
tional, industrial, commercial and military 
sectors of their economy, and little recog 
nition has given to their efforts to 
share of taxes for 
many expenses of westernization. 


system as 


been 


contribute their 


these 


Most of Turkey is part of Asia, but since 
the founding of the Republic of Turkey only 
30 years ago, it has looked to the West for 
much of its guidance. Recently the United 
Nations established in the Turkish capital, 
Ankara, the Institute of Public 
tration for the entire Middle 
will great impetus for further im- 
provements in government techniques in 
Turkey, as well as in the other countries 
which send students there. 


Adminis- 
East. This 
give a 


Of the 22 million people of Turkey, about 
75 per cent live on farms, mostly of a few 
acres, and until recently they produced little 
more than enough to feed themselves 
Industry is centered in the cities—Istanbul, 
Ankara, Izmir, Kayseri and some 
smaller National income is low, 
judged by United States or even European 


other 
places 


standards, so that the government tends to 
most of the revenue by 
taxes on consumption goods rather than on 
receipts of money income. 


raise necessary 


Through its agent, the Simer Bank, the 


government owns and operates factories 


which produce such varied articles as tex 


tiles, shoes, glass, steel and, through its 
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agent, the Eti Bank, the government mines 
and sells coal and other minerals. It has a 
monopoly on the sale and import of tea, 
tobacco, alcoholic beverages, salt 
Turkey, explosives, munitions 
and, until recently, matches 


used in 


and arms, 


sy far the most important category ol 
revenue is that from taxes, almost 90 per 
cent in the fiscal year 1952-1953; 7.5 per cent 
from the monopolies; 1.3 per cent from state 
properties; and slightly less from miscel- 
laneous such as 
fines and penalties 
the fiscal 
trom 


sources, lotteries, radios, 
It is estimated that in 
year 1954-1955, the 
will be slightly about 
cent, and that from monopolies 
somewhat greater, about 10.4 per cent. Re 
ceipts for the fiscal year March 1, 1952, to 
February 28, 1953, and estimates for the 
current fiscal year and for 1954-1955 are 
shown in the table on the following page. 


proportion 
taxes 
87.5 per 


lower, 


INCOME TAX ACT OF 1949 


An important step in the modernization 
of the revenue system was achieved in 1949, 
after several years of preparation and effort, 
with the passage of the income tax 
This act, effective January 1, 1950, was 
written as four laws: (1) tax on income 
of individuals; (2) tax on estimated income of 
those operating small businesses and of 
artisans; (3) tax on income of corporations; 
(4) the administrative rules which set forth 
the acceptable procedure of bookkeeping, 
method of making returns of income, fines, 
penalties and similar provisions 


law. 


Individual Income Tax 


3y far the most important part of the 
law from the standpoint of revenue is the 
income tax on This is im 
posed on (1) salaries and wages, most of 
which ts deducted at the source; (2) income 


from commerce and industry of individuals, 
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individuals. 





Roy G. Blakey is a member of the 
Department of Economics, University 
of California, Los Angeles. This 
article was prepared while he was 
stationed at the Institute of Public 
Finance, University of Ankara. 


except those 


men 


small artisans and business- 
not keep books, who pay 
small rent for their places of business (thus 
subject to the third law mentioned above) 
and whose income is imputed; (3) income 
from (4) income im- 
(that rent especially); 
(5) income from movable capital (that is, 
interest, dividends, etc.); (0) income from 
irregular 


who do 


professions; from 


movable capital is, 


sources, casual income, capital 
gains, income of schools and hospitals and 
income of who subject to 
tax portion of businesses 


Turkey 


loreigners 
the 
transacted in 


are 


on their 


STATE REVENUES OF TURKEY—Actual 
{in millions of Turkish liras *) 


Major Revenue Categories 


Part I 


Income and property taxes 
Income tax (individuals) 
Corporation tax 


Small traders tax 


Inheritance and other direct taxes 


Transactions taxes 
Customs duties 
Consumption taxes 
Fees 

Charges 


Total of Part | 


Part Il 


Wages, salaries, etc., constitute the source 
of most of the individual income tax shown 
in the accompanying table. 

In computing taxable income from com- 
merce, the following deductions may be 
taken: general expenses connected with the 
business, such rent, heat and 
light; meals, housing or payments in kind 
to employees; travel expense of the 
trepreneur, the amount limited in propor- 
tion to the size and importance of the 
business; compensation paid damages 
third person; transportation (that 
of cars, trucks, etc); real estate 
taxes, consumption taxes, revenue stamps, 
municipal taxes and certain fees, but not 
income taxes; depreciation as set forth in a 
special law, with rates established by the 
Ministry of Finance in cooperation with the 
Ministry of Commerce. 


as wages, 


en- 


as 
to a is, 
expense 


Income of the professions is defined as 
income of whose work is based on 
personal effort, scientific and professional 


those 


knowledge and specialization not having a 


and Estimated 


Actual 
1952-53 


Estimated 
1953-54 1954-55 


302.956 
50.817 
26.878 
44.698 

380.744 

191.585 

381.626 
57.680 
48.986 


475 
90 
28 
M4 

458 

255 

481.50 
81.20 
88 


1,485.970 2,000.70 


State share of state-administered societies 


(monopolies) 
Part III 
Receipts from state property 
Part IV 


Miscellaneous income 


Grand Total 


* The official rate of exchange is approxi- 


mately 2.8 
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TL to the dollar; in the unofficial 


March, 


fourths of the people in Turkey derive 


1955 °@ 


125.870 224.114 


21.654 22.040 20.350 


20.874 19.650 30.150 





1,954.354  2,288.475 


1.654.368 


market the rate is about 5.5 to the dollar as of 
January 1, 1954, 


TAXES—The Tax Magazine 





ee Oe ee ee ef ee 


The assistance of Ismail Hakki 
Ulkmen, lecturer at the University 
of Ankara, member of the Board of 
Governors of the National Pension 
Fund and former Director General 
of Revenue, Ministry of Finance, 
and of Professor Cumhur Ferman and 
Mr. Necat Bengul (translators), 
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commercial character; included are mid- 
brokers and stockbrokers 
Such taxpayers may deduct usual and mis- 
cellaneous expenses connected with 
of work; for instruments; pro- 
fessional books, reviews and journals; travel 
expense connected with professional activ- 
ity; contributions to a pension fund, but not 
over 5 per cent of net profits; and, if using 
a home as place of work, they may deduct 
a portion of the rent as a business expense. 
Instead of itemizing the above expenses, 
members of the professions may deduct a 
fixed amount of 30 per cent, with the ex- 
ception of dentists and 
may deduct 40 per cent. 


Wives, customs 


place 
expenses 


radiologists, who 


Income from immovable capital, real es- 
tate, etc., includes that from mineral springs, 
fishing places, inventions, concessions and 
use of trade-marks, as well as land, build- 
ings and quarries. Owners may deduct the 
usual expense of operation including insur- 
ance, interest on loans, taxes (except the 
income tax), depreciation, repairs and main- 
tenance. They may, as an alternative to 
itemized expenditures, take a flat rate of 
20 per cent of income. 


Income from movable capital 
chiefly interest and dividends. 
expenses include 
and insurance 
(except the income tax). 


includes 
Deductible 
brokerage, 
and 


commissions, 


depositing fees taxes 


The category of other profits and income 
includes capital gains 
estate, transferable securities, literary, in- 
dustrial and commercial rights of more 
than 5,000 TL (Turkish lira) in one year 
and profits from sale of a commercial un- 
dertaking. It also includes casual profits 
exceeding 500 TL, and sale of “good will” 
500 TL. Allowable 


from sale of real 


exceeding deductions 


1Hayati Savran, The Turkish Tax System 
(mimeo.), 1953. 
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are those expenses connected with the in- 
come, but no allowance is made for capital 
losses. Profits from sale of real estate are 
taxable if resulting from transactions “within 
two years of their purchase or construction, 
for reasons other than illness, change of 
business and liquidation of business, and 
exceeding 5,000 TL in the course of one 
calendar year.” Profits from sales of trans- 
ferable securities are taxable if the sale is 
within one year of purchase and 
exceed 2,000 TL in one year. 


profits 


Exemptions from income tax.—Although 
the Income Tax Act of 1949 made the cov- 
erage of the tax much more complete than 
the law it superseded, there are still several 
important exemptions, some of which per- 
mit sizable loopholes. The most obvious 
is that exempting profits from agricultural 
activity, including production of forests, 
plants, livestock and animal products. This 
exemption was intended to help the small 
farmer; since the law was passed, however, 
great areas in the southeast have been 
planted to cotton which have produced 
large crops due to reclamation and mech- 
anization—thus making more than one mil- 
lionaire who pays no income tax. 


The Counsellor to the (Turkish) Bureau 
of Internal Revenue explains the reasons 
for the exclusion of . 


farmers as follows: 


“1. The Turkish farmer has entered the 
phase of recovery very recently and income 
tax may hinder the stimulus. 


“2. Both the administration and taxpayers 
are still trying to adapt themselves to the 
new method of income tax. If the number 
of taxpayers is suddenly increased on a 


large scale, farmers who generally live a 


long distance from cities and towns will 
have difficulty in complying with the formali- 
ties of the income tax system and they will 
have difficulty in finding someone to help 
them. Also, the Administration, with its 
present organization, will not be able to 
cope with the work, the volume of which 
would increase tremendously. 


“3. Farmers are already paying taxes 
[property tax and tax on each animal] and 
in addition they are required to cover ex- 
penses for their local imposed on 
them by legislation of the administration 
of the villages.” 

On the other hand, there are farmers 
who think they should pay the income tax, 
as evidenced by a nation-wide survey through 
Chambers of Agriculture. As about three 


needs 
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fourths of the people in Turkey derive 
most of their living from agriculture, it is 
obvious what a gap this exemption makes 
in the imcome tax system 


would not be 


Of course, many 
their income is 
low; it is estimated that about 10 per cent 
of the 


taxable, as 


farmers would have sufficient income 
to be subject to the tax 


other ex 
To induce 
workers to become miners, the law exempts 


Of much less importance are 


emptions, such as the following 


the time 
Also ex- 


from tax the wages they earn for 
they actually work underground 
empt are profits of authors, composers and 
artists that do not exceed 5,000 TL a year; 
rents that do not exceed 2,500 TL in a year, 
and 2,500 TL of rents that total 10,000 TL 
or less in a year; lottery prizes; 200 TL of 
bank deposits; 
blind, crippled aged: 
widows and orphans of those 


interest from salaries and 


wages ot the and 
pensions ol 
who had 
death or 


mony, 


been disabled; compensation for 


disability; wages of servants; ali 
additional compensation to civil serv 


(two months’ salary) for 


child; 


income. The 


ants marriage or 


birth of a scholarships to students 


and similar liberal exemptions 


for dealers in real estate have been cited 


above 


Personal exemptions.— Personal 
j proportion to the size of the 
family: 45 TL a month or 540 TL (about 
$190 at official rate of exchange) a 


for an unmarried taxpayer; 900 TL a year 


exemp- 
tions are in 


year 


for married taxpayer without any children; 
1,080 TL for one with not 
children; 1,440 TL for 
than four children 


more than two 


those with more 


Rates.—As shown in the 
(page 226), the graduated 
from 15 per cent on the first 2,500 TL above 


accompanying 
table rates are 
the personal exemptions to 45 per cent on 


the portion of the taxable income between 
80,000 TL and 100,000 TL. On income over 
100,000 TL An addi 


tional 5 per cent is assessed on unmarried men 


the rate is 35 per cent 


over 18 years of age, except that for those 


who have not finished their education this 


awe limit is 25 years, and for women also, 


the age limit is 25 years 


Tax on Small Business 


restricted (1) to those 
permanent place of business but whose vol 


This tax is with 
ume of business is small and who pay low 
rent and (2) to 
no permanent place of business 


have 
For these 
classes of taxpayers, who are not required 
to keep books, the tax 


228 


those artisans who 


is estimated 


March, 


1955 °@ 


(1) To qualify for this class of tax, it is 
required that the rent not exceed a certain 
minimum and that the business not exceed 
a given volume, The tax varies according 
to the type of business and the population 
of the city in which the 


ducted. 


(2) The daily income of artisans 
in the second group is estimated by a com- 
mittee of persons in that type of work and 
representatives of the Ministries of Finance 
and Commerce. 


36 TL or 


This 


business is con 


those 


The tax must not be over 
than 12 TL 


method of 


less 


estimating income 1S a 


from the law in force 


holdover 
1949 and 


Savran, quoted above, because a majority 


prior to 
was continued, according to M1 


of the deputies of the 
sembly 


National As 
difficult 
for those with small volume of business to 
comply with the bookkeeping 
It was soon 


Grand 
thought it would be too 
necessary 
and procedure of filing returns 
discovered, that a large 
“outside the 

income tax In the 1952-1953 session of 
the Grand National Assembly, a bill was 
introduced to abolish the small business tax 
by greatly reducing the 
used as a criterion of 
tend the income tax to all 
was estimated that 


however, 
ol taxpayers 


number 


were sphere o! 


amount of rent 


income and to ex 
taxpayers It 
this would increase the 
number who would file tax from 
160,000 to 320,000 (the law of 1949 in 
creased the number from 8,000 to 160,000) 
The 


will 


returns 


amending law 
probably be 


was not 
introduced 


passed, but 


agall 


Corporation Tax 


The tax on corporations applies to 

following types of business organizations 
(1) incorporated joint-stock companies, lim 
ited liability companies; (2) 


which distribute 


cooperatives 
dividends; (3) publicly 
owned corporations, that is, commercial, 
industrial and agricultural enterprises b« 
longing to the national, state or 
ernments; (4) 
endowments 


local gov 
societies, foundations orf 
which undertake 
activities 


commercial 
or industrial 

The basis of tax is the net 
income and from all 


] hese 


amount ot 
revenue sources dur 
ing the fiscal year 
determined by the 
determine taxable commercial 
individuals, namely, (1) balance 
(2) business The 
the method generally acceptable, and tax- 
payers using it must keep a double entry 
system of bookkeeping. The second method 
may 


amounts are 


same methods used to 
income ot 
sheets and 
first 


statements one 18 


be used only occasionally, and after 
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receiving permission from the Ministry of 
Finance. 

The law does not provide for any mini- 
mum taxable income; all profits, whether 
distributed or not, are taxable. 


In arriving at net income, corporations 
may deduct costs of 
cluding expense of 


doing business (in 
issuing stock and cost 
of incorporation) and gifts to nonprofit as 
sociations, but not more than 5,000 TL or 
1 per cent of net income 
for capital may not be deducted 
may be carried forward to the 
corporations as for 


Interest paid 
Losses 


following 


year for individuals 


The tax rate is 35 per cent for publicly 
owned corporations, founda 


There is 


and 
tions and 10 per cent for others 

also a withholding tax of 15 per cent on 
profits not distributed, supposedly held for 
the account of stockholders. The admin- 
istrative hold that stockholders will 
receive credit for this 15 per cent only if 
the dividends are paid out in the 
year in which they are 
provision, the 
Bank on 


societies 


rules 


same 

this 
International 
(1951) 


earned. On 
report of the 
the economy of Turkey 
makes this comment: 


“Already Turkish corporations, in 
because the stockholders 
dend pay out an 
their earnings 


part 
divi- 
part of 
This interpretation will bring 
further pressure from stockholders for still 
larger payments out of current earnings, 
forcing corporations to go into the capital 
market each time they wish to expand their 
operations.” ” 


| determine 


rates, excessive 


Foreign corporations are subject to a 
limited tax, a tax on the part of their busi 
ness done in Turkey, except for foreign 
transportation companies for which special 
provisions are made. They are taxable on 
the amount received as fare of passengers 
or charges for freight. Similarly, commis 
services executed for 
foreign companies not operating in Turkey 
are taxable; this is computed by the Min 
ister of 


sions received for 


Finance according to an “average 
rate.” The rate for foreign transportation 
companies is 1 per cent for air lines and 10 
per cent for land transportation 


CONSUMPTION TAXES 


Taxes are levied on the producer ort 


importer of certain articles of consumption, 
such as sugar, coffee, matches, petroleum, 
electricity, gas and transportation 


2 International Bank for Reconstruction and 
Development, The Economy of Turkey (Johns 
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Hopkins Press, 1951), p. 224 


Most important, from the revenue point 
of view, is the tax on sugar which brings 
in about one third of all the yield of this 
group of excises. The rates of tax are 
determined partly by the amount of sugar 
produced; if it is 65,000 metric tons, the 
tax per kilo is five kurus (100 kurus in a lira) ; 
if the output is less, the tax is reduced by .0195 
kurus per kilo for every 100 tons; if more 
is produced, the tax is increased .01 kurus 
for every 100 tons. An additional tax of 
77 kurus is levied on lump sugar and 20 
kurus on powdered sugar. Glucose is taxed 
20 kurus per kilo in addition to the five- 
kurus duty when imported. 


The tax on liquid fuels is based on weight 
and the type of fuel. In fact, there are two 
taxes on each type of petroleum, one en 
titled the “consumption tax,” the other, 
“road construction tax,” of which the latter 
is about twice the former. Municipalities 
permitted to levy an additional 
tax of one kurus for each kilo of petroleum 
sold within the city or town and two kurus 
for each kilo of gasoline and fuel oil sold 
The combined taxes raise the price of gaso 
line for motor vehicles to the equivalent of 
about 65 cents per gallon in Ankara. 


Coffee is subject to a tax of three TL on 
each kilo imported which, of course, means 


all coffee. 


The national government imposes a tax 
on each kilowatt of electricity and on each 
cubic meter of gas consumed for domestic 
and industrial use; municipalities are also 
permitted to tax these 


are also 


services. 


A tax is levied on passenger fares of 
railroads, ships, tramways and busses. On 
fares within the city, the rate is 7% per cent 
of first-class fares; on intercity trains and 
on ships, 25 per cent of first-class fares, 
20 per cent of second-class fares and 10 per 
cent of third-class fares 


TRANSACTIONS TAXES 


The third most important group of taxes, 
from the point of view of revenue, is that 
on transactions; that is, sales taxes at the 
manufacturer’s level or on imported goods 
at time of valuation at the customs house, 
or on bank dealings in exchange. The rate 
for most manufactured items is 18 per cent 
of sales price by the manufacturer; but 
certain materials used in construction, such 
as lumber, glass, iron, etc., have a lower 


rate, 12% per cent. Food items are taxed 


at a rate of 15 per cent. The same rates, in 


J M. Barker 
headed the mission. 
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addition to customs duties, are applicable 
to imported goods of the category 


FEES 


Charges are imposed on certain activities 
as an extra tax. The only one that is of 
special interest is the series on mining. The 
Turkish system of taxing exploitation and 


extraction is complicated. First, a prospec- 


tor must secure a certificate at a very 
nominal fee of only three to five TL. Next 


a license to search is required, the amount of 
the fee varying according to the size of the 


area to be explored. After the explorations 


are completed, the prospector must report 
to the Ministry of Commerce before secur- 
ing permission to mine. As there is little 


interest in investment of private capital in 
such ventures because of the uncertainty of 
securing a concession after the exploration, 
most mining is done by the government. 
Assuming, however, that private capital 
continues its desire to mine, the concession 
is issued for sums varying from 50 to 200 
TL, dependent on the potential value of the 
mine. An annual tax, also, is levied on each 
hectare of land surveyed for the mine, with 
especially low petroleum and 
coal, needs of the 


rates tor 


bituminous two 


great 


Turkish Republic. 
TAX ADMINISTRATION 
In the Ministry of Finance is a depart- 


ment corresponding to the Internal Revenue 


Service in the United States Treasury. In each 


SOCIAL SECURITY PARITY 


Almost everyone who gets his mail 
or star route will receive 
February a small booklet on 
security for farm families. 


on a rural 
during 
social 

About 5% 
farmers, 


million self-employed 
employers and farm 
workers were brought under social se- 
curity on January 1. This booklet tells 
them briefly social security works 
and what farmers need to do about it 
Both the benefits and the tax obligations 
of old-age and survivors insurance are 
de scribed. 


farm 


how 


The booklet is issued by 
the Internal Revenue Service and the 
Social Security 

The booklet points out that if a 
farm operator has a worker to whom 
he expects to pay at least $100 in 
cash wages during 1955, he needs to 


Administration. 


230 March, 


1955 @ 





province and county there are similar de- 
partments. The national government sends 
out teams of and auditors to 
check the enforcement of the tax laws. 
Efforts have been made in recent years to 
improve the techniques of administration 
and to secure more efficient personnel. Under 
the ECA, a study made of this department 
of the government by a tax administrator 
from the United States offered suggestions 
for better methods of organization and dis- 
tribution of authority so that fewer details 
would be imposed on those of top-level 
authority who might better give their time 
to policymaking. 


inspectors 


CONCLUSION 
Turkish economists, tax advisers and 
government officials are eager to have a 


modern revenue system for their country. 
Criticism can be made of the present taxes 
respecting the inequity of burden, as in the 
report of the economy, quoted above. Rec- 
ommendations were made for changes to 
reduce the high level of tax on wages and 
salaries and for elimination of certain ex- 
emptions, such as those on agriculture and 
on owners of real estate 


liberal allowances to 


who were given 
encourage building. 
The Turkish answer to these criticisms, 
as expressed by a well-known economist, is 
that if Turkey had what the United States 
would call a modern tax system, it would 
be comparable to the United States having 
written a 1953 income tax law in 1913 


[The End] 


keep a record of the name, social secu- 
rity account number, ar‘! the amount 
of wages paid to the worker. The 
employer should deduct 2 per cent 
social security tax from all cash wages 
paid to each such employee. As the 
employer, he must put in an equal 
amount, report the wages, and pay 
the total social security tax of 4 pet 
cent to the district 
ternal revenue 


director of in 


farmers and hired 
workers are advised to apply 
for a social security account number 
card if they do not already have one 


Self-employed 
farm 


The farm operator will report his 
own earnings’ from self-employment 
on the same return on which he re- 
ports his federal income tax. 


TAXES—The Tax Magazine 





Books 


Tax Handbook 


Montgomery's Federal Taxes. The Ronald 
Press Company, 15 East 26th Street, New 
York 10, New York. Thirty-fifth edition, 
1954. $15. 


For a bound book, this has always been 
an authentic information. 
This is the first edition of an old and reli- 
able title in three years. The arrangement 
of this edition is primarily functional, where- 
by there is discussed in one place all the 
tax problems which arise out of a business 
situation. Ownership of real estate or 
natural resources gives rise to a variety of 
tax problems and to an opportunity for tax 
saving. A separate part of the book is devoted 
to each of these fields; and other fields, such 
as securities, patents, farming, foreign busi- 
and employment, are each treated 
separately in a part of the book. 


source of tax 


ness 


There are 21 parts, each corresponding to 
what would ordinarily be called a chapter 


For Lay Taxmen 


Facts and Figures on Government Finance, 
1954-1955. The Tax Foundation, 30 Rocke- 
feller Plaza, New York 20, New York 


1954. 251 pages. $2 


The Federal Tax System of the United 
States. Joseph P. Crockett Columbia 
University Press, 2960 New 


27, New York pages 


Broadway, 
1955 288 


How to Win a Tax Case. Martin M 
Lore. Prentice-Hall, Inc., 70 Fifth Avenue, 
New York 11, New York. 1955. 244 pages 
$6.50 

The first book listed above is the eighth 
edition, the volumes 
begun in 1940, containing basic fiscal data 


latest in a series of 


on federal, state and local governments— 
a very handy book to have around 


Books 


Of 
Interest 
to the Tax Man 


Mr. Crockett’s book is an authentic descrip- 
tion of the operation of the internal revenue 
system for the layman. The book discusses 
all federal taxes—income, estate, gift, em- 
ployment, alcoholic beverage, tobacco, ex- 
and stamp—and interest, fines and 
penalties. The book also discusses the or- 
ganization of the Internal Revenue Service. 
Herrick K. Lidstone, who wrote the fore- 
word, observes that this book will fit into 
the library with Stanley and Kilcullen’s 
The Federal Income Tax: A Guide to the 
Law, Roy The Federal Taxing 
Process and Dean Griswold’s Cases and Ma 
terials on Federal Taxation, because it ex- 
plains the entire tax system, stressing those 
portions of the Code which cause the 
principal administrative problems. 


cise 


Blough’s 


Mr. Lore’s book can be described, gen 
erally, as being in two parts. 
an account of tax 
those 


The first is 
written for 
treasurers, 


litigation 
company 
heads of 


who, as comp- 


businesses, are 


trollers and con- 


cerned with tax controversies. 
If the author will forgive the pun, the first 
part is filled with tax lore, sprinkled by a 


few homilies such as these: 


“A $1000 deduction in taxes is usually 
worth more than $20,000 in additional sales 
The tax drain on its revenues is such that 
the average business will simply have to 
pay more attention to taxes.” 

“Tax cases start in many ways but most 


often as a result of 
failed to take.” 


steps the taxpayer 


a taxpayer must realize that any 
contrary to the 
invitation to litigation. 
invite litigation knowingly. It is a far 
different thing to stumble into it through 
ignorance of the existence of the regulation.” 


action regulations is an 


It is one thing to 


“One of the things taxpayers should 
realize if they go to the Tax Court is that 
even in winning they lose. 
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“The Commissioner asserts a deficiency 
of $10,000. A petition is filed after fruitless 
negotiation, and the Tax Court finds there 
is no deficiency owing. But this does not 
make the taxpayer whole again. He must 
now pay attorney’s fees and witnesses’ ex- 
penses out of his own pocket. And he does 
not even get partial reimbursement, for 
there are no costs or attorney’s fees 
awarded to the victorious litigant in the 


Tax Court He must charge these ex- 
penses up to his share of the cost of gov 
ernment. All the taxpayer gets in such a 
situation is vindication.” 


The second part is an appendix which 
contains the documents filed in an actual 
case tried and decided in the Tax Court 
The live documentation does furnish a real 
istic picture of a Tax Court case. 


MORTGAGE FORECLOSURES BY SAVINGS INSTITUTIONS— 


Continued from page 224 


The Senate rejected the House proposal 
to return to the prior state of the law.” 
However, it might well have drafted its own 
provision to cure the problems which exist 
The use of a nominal bid, understandably, is 
an artificial measure for a bad debt deduction 


There are two ways, in this author’s 
opinion, that the Senate might have re- 
vritten the House proposal. First, it might 
have provided that the deduction for a bad 
debt, upon either foreclosure of a mortgage 
or receipt of property in lieu of foreclosure, 
shall be the difference between the fair 
market value of the property and the unpaid 
balance of the debt; thereby, the bad debt 
deduction under both a foreclosure transac 
tion and the voluntary transfer in lieu of 
foreclosure would be measured in the same 
way. This would express the meaning of 
the Spreckels case and would clearly define 
the tax treatment of mortgage foreclosures 
in the Revenue Code itself 


Under present law, a difference between 
the bid price and a higher fair market value 
of the property is treated as a capital gain 
on the theory that the obligation is ex- 
changed for the property.” This acts as a 
leveling factor, to some extent, to offset an 
artificial bad debt deduction measured by 
the bid price. However, if the bad debt 
were measured by the fair market value of 
the property instead of the bid price, there 
would be no necessity of a capital gain to be 
a part of the foreclosure transaction. Fur- 
thermore, in most jurisdictions, if the mort 
gagee acquires the property on foreclosure 
for a nominal bid, the mortgagor can have 
the fair market value of the property 
credited to the debt. Therefore, it is un 
realistic to measure a gain by the difference 
between the bid price and fair market value 


“ Secs. 166 and 593 are substantially a re- 
enactment of 1939 Code, Sec. 23(k)(1) The 
Senate prevailed over the House of Representa- 
tives in the conference committee and Sec. 1035 
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of the property In case of subsequent sale 
of the repossessed property, the basis for 
gain or loss should be the fair market value 
determined upon foreclosure. 


Thus, the second provision which the 
Senate could have drafted would have 
specifically exempted from taxable income 
the difference between the bid price in a 
foreclosure transaction and the fair market 
value of the property acquired by the 
mortgagee. 

At present there are few foreclosures. A 
turn in the economic cycle would substan- 
tially change the picture with an unwhole- 
some result to savings institutions. If there 
were an unusually large number of fore 
closures and bad debt losses in one year, the 
reserve for bad debts might be wiped out. 
Nevertheless, the deduction from income in 
that year for bad debts may be very low, 
due to the large reserve balances and surplus 
at the beginning of the year. The savings 
institution would be faced with paying out 
all of its earnings above those set aside for 
reserves or paying the tax on retained in- 
come. The following year, a large deduction 
from income might be permitted in view of 
the depleted bad debt reserve of the prior 
year. However, such action by the institu- 
tion might eliminate so much of current 
earnings that the regular annual dividend to 
shareholders could not be made. The method 
of creating a reserve for bad debts might 
well be changed so that a current vear’s 
bad debts would be reflected in the addition 
to the reserve for the same year 

Savings institutions have to keep in mind 
the tax aspects of mortgage foreclosures 
when they move in the complex area of the 
tax law to which the Revenue Act of 1951 


has introduced them. [The End] 


of H. R. 8300, as first adopted by the House, 
was eliminated. 
“ Cited at footnote 12. 
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The Common Law 


“The Common Law of Federal Taxa- 
tion,’ by George W. Ericksen. Univer- 


sity of Florida Law Review, Summer, 
1954. 


The author is a member of the Michigan 
and Florida bars. 


It is axiomatic that there is no federal 
general common law. The axiom is mis 
eading, however, unless the emphasis is 


placed on the word “general”; for in every 
field of law into which the federal govern 
ment has entered to perform a national 


function, a body of rules and principles, a 


sort of judicial fungus, has attached itself 
to the main trunk of the Congressional 
enactment. It probably does not matter 


whether we call this body of rules and prin 
ciples a “common law” or some other name 
Judicial dealing with statutes results in a 
substantial amount of judge-made law, some 
as an incident of interpretation or definition 
that might he 


classified as judicial legislation 


and some more properly 
\ very 
We must 


advise tax clients 


practical problem is presented 


litigate tax cases, and we must 
We cannot do so unless, 


o some degree, we can prognosticate the 


bases on which courts will decide tax cases 


The principles and rules of the interpre 
tation of statutes are a part of the common 
law. Taxing statutes are subject to the same 
rules of construction as ordinary statutes, 
such rules as those of part materia and as 
And they are 
subject to the general principles of statutory 
construction There 


Statutory 


sociated words and phrases 


are, nevertheless, some 


rules of construction peculiarly 


applicable to tax cases, one ol 


produced wheels within wheels 


Historically, the primary rule of tax 


statute construction was that a statute im 


posing taxes must be 


construed strictly 


Articles 


which has 


against the government and in favor of the 
taxpayer That is a rule that is. still 
applicable in state and local taxation and 
in some minor phases ot 
But the Congress 


federal taxation 
very cleverly drew the 
income, estate and gift tax statutes to take 
advantage of another—and an offsetting— 
rule. It purported to tax gross income, the 
gross estate and all gifts and transfers for 
an inadequate consideration; and then per 
mitted certain deductions, exemptions and 
exclusions. To take advantage of these de- 
ductions, exemptions and exclusions, how 
ever, the taxpayer must fall squarely within 
them. They are to be construed strictly 
iwainst the taxpayer and for the government 


Thus, the Congress completely legislated 
the historical attitude toward taxing statutes 
out of existence; and it cook the courts until 
1951 to temper the wind 
and in language only—to the shorn lamb. In 
Lykes v. U. S., 343 U. S. 118 (1952), decided 
against the taxpayer, the Court recognized 
that “[d]eductions from an individual’s tax- 
able income are limited to allowed 
by §23. Their extent depends upon the 
legislative policy expressed in the fair and 
natural meaning of that section.” This de 
parture from the rule of strict interpreta 
tion has been advocated by Mr. Justice Black 
in his opinion in McDonald v 
Commissioner, 323 U. S. 57, 66 (1944) 
“Taxation on net, not on gross, income has 


ever so slightly, 


those 


dissenting 


always been the broad basic policy of our 
laws Net 
fined as what remains out of gross income 
alter 


income tax income may be de 


subtracting the and 


expenses incurred in efforts to obtain 
or to keep it.” 


ordinary neces- 


Sary 


The primary object of any tax statute is 


to produce revenue, This is no new or 
That this rule does not 
frequently appear in judicial decisions makes 
it no less important for their comprehension 


It does appeal 


startling concept 


with sufficient frequency to 
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warrant the assumption of its effective ap- 
plication as a background factor in tax law 
generally; and its force is certainly recog- 
nized by taxpayers’ counsel. 

If taxes are the object and business of 
government in revenue legislation, then they 
are not the business of the taxpayer. He 
must stick to his business of butchering, 
baking or candlestick-making—and let the 
taxes fall where they may. This attitude is 
the source of all of the reality tests: (1) 
Is the transaction binding on the parties? 
(2) Does the transaction have a business 
purpose? (3) Are the separate steps in the 
transaction, although authorized by the stat- 
ute, merely one unauthorized single trans- 
action? (4) Is the transaction merely a sham 
or camouflage? (5) Who earns the income? 
Who owns the property? Who is the tax- 
payer? 

This attitude may also explain why these 
tests have not received a uniform and con- 
sistent application throughout the length and 
breadth of the 1939 Internal Revenue Code 
For example, exchanges under Section 112 
(b)(5) of the Code (transfers of property 
into a corporation in exchange for stock 


or securities) require no “business purpose” 
for their validity as tax-free exchanges; but 
those under the reorganization provisions 
of the same section must meet that test. 

If there are to be any “equitable prin- 
ciples” of tax law, we assume that a begin- 
ning proposition would be: Any test, rule or 
doctrine judicially developed solely to avoid 
tax evasion should be applied only when the 
intention to evade taxes is demonstrably 
present. Such tests or rules should not 
receive an automatic application to similar 
transactions of other taxpayers 

Whatever the reasons, it seems apparent 
that the urge for “protection of the revenues” 
has had a significant effect on the develop- 
ment of tax law. It has resulted in a “strict 
law” concept, which ought not to extend 
beyond the development of a complete and 
consistent federal tax structure. The prin- 
ciples of equity and fairness which changed 
the face of strict common law should now 
be applied impartially to make less frighten- 
ing the countenance of the tax-collecting 
agencies and of the courts to which they 
apply for sanctions of their acts. 


PRESENT STATUS OF THE MARITAL DEDUCTION— 


Continued from page 172 


the marital deduction has already been 
adverted to.” It allows a specific portion 
of the proceeds of a policy to qualify for 
the deduction, in place of the former re- 
quirement that the entire proceeds must do so. 

Only a few court decisions“ have come 
down involving insurance and the deduc- 
tion. Perhaps the most interesting is Charles 
C. Smith where the husband established 
an irrevocable life insurance trust in 1934 
consisting solely of insurance policies on 
his life. After the marital deduction law 
became effective, he paid approximately 
$5,000 in premiums of the policies and 
claimed one half of such payment as a 
marital deduction on a gift tax return filed 
in the year 1948. The Tax Court denied 
the deduction for the reason that the trust 
did not ripen until his death, and there 
was no power in the wife in the meantime 
to compel the trustee to convert the policies 
into income producing property. 

Thomas J. White® involved insurance 
policies on the life of a husband on which 





* Sec. 2056(b) (6). 

“The latest as of the date of this paper is 
Estate of Fielder J. Coffin, CCH Dec. 20,717(M), 
13 TCM 1149 
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he paid the premiums until his death, but, 
during his life only, his wife had the power 
to exercise all rights, privileges and inci- 
dents of ownership. The Tax Court, quite 
correctly it seems, held the widow’s inter- 
est only a “terminable” one for marital 
deduction purposes and denied the tax 
deduction. 


Perhaps the most significant Revenue 
Service ruling relating to insurance is that 
issued April 5, 1954 (Rev. Rul. 54-121). 
This ruling declares that a provision that 
payment will be made to the beneficiary’s 
spouse, only if living on the date the com- 
pany receives due proof of death, otherwise 
to secondary beneficiaries, constitutes a 
“terminable” interest not qualifying for the 
deduction. Since submission of proof of 
death may occur either within six months 
(the exception under subparagraph D) or 
afterwards, the provision does not squarely 
satisfy the conditions of the law and will 
not qualify for the deduction. [The End] 

“CCH Dec. 20,673, 23 TC —, No. 44 

* CCH Dec. 20,411, 22 TC —, No. 83. 
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Most Taxes Paid 
by Few Big Taxpayers .. . 
Selling Topsoil 


Canadian Tax Letter 





Who THE Taxpayer Is 


In a recent issue of the Canadian Taa 


Journal, a writer contends that one of the 


most interesting 


world of 


publications in the tax 
Canada is the administration’s 
Statistics.” This publication is 
perhaps similar to our annual report of the 
Commissioner 


“Taxation 


From the publication “Tax- 


ation and Statistics,” the writer makes the 


following comparison: 

‘his relates to the source of the corpora 
tion income tax revenue. In 1952, the latest 
year reported, the total tax on corporation 
profits was about $1,230 million. This fig- 
ure in itself is astonishing enough, but even 
more so is the fact that of this huge amount 
about two-thirds was paid by just slightly 
over one per cent of the corporations. To 
be more 366 corporations with 
profits of $1 million and over paid $764 mil 
lion in tax, there being 32,432 active taxable 
1952. At the bottom of the 
ratio is about Slightly 
over one per cent of the tax came from just 
under 


specific, 


corporations in 
scale the reversed. 
two-thirds of the corporations—some 
19,700 small companies with profits of less 
than $10,000.” 


An analogy, of a sort, is the following 
Intelligence, published 


by the United States Chamber of Commerce: 


taken from Economic 


The Du Pont Company in 1953 had a net 
operating $153 million on total 
sales of $1.7 billion, nine cents per dollar of 
sales. Big volume? 


incon of 


Yes, but it might be 


interesting to see how the 


benefits from 


this big business distributed 


The company had an average operating 
investment in 1953 of $20,000 for each of the 
93,000 employees It total ot 
$468 million in wages and salaries. There 
146,000 stockholders. Du Pont paid 
a cash dividend of $3.80 per share of com- 
mon stock in 1953 
$434 million in 
taxes per 


were 


paid out a 
were 
The company also paid 


taxes in 1953, or $9.54 in 
stock 


share of common 


Canadian Tax Letter 


Taxes paid averaged $2.70 for each person 
in the United States, $10.60 per family and 
$4,667 per employee of the company. 


Revise Sales Tax Statute 


In a recent report of the federal sales tax, 
undertaken by the Committee of Tax Foun- 
dation, a plea is made for the revision ol 
the basic statute to validate existing regu- 
lations and practices of the administration, 
which would obviate much of the criticism 
of the system of arbitrary deter- 
mination by the administration. It 
suggested that the term “taxable sale price” 
be defined in comprehensive terms 


present 
is also 


Topsoil Is Capital Asset 


To sell the topsoil from one's own farm 
is not to engage in the business of 
selling topsoil. 


\ roadway was to be constructed across 
the taxpayer’s farm. He stripped the top- 
soil from the land and sold it. The Minister 
assessed the proceeds from these sales as 
income. However, on appeal it was held for 
the farmer because he was not carrying on 
a profit-making business from the sale of 
the topsoil and the receipts from the sales 
he did make were capital receipts.—Pawlick 
v. Minister of National Revenue, 54 DTC 386. 


Tax Reduction 


Federal withheld tax to be 
Quebec incomes. 


less on 


Employers whose employees pay the Quebec 
income tax will be authorized to reduce the 
federal tax withheld from the employees by 
10 per cent. Revenue Minister McCann 
stated that the regulations will be amended 
to provide for this. It is expected that the 
amending legislation providing for this in- 
creased credit for Quebec income tax paid 
will be 1954. 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


Federal Tax Institute of New England.- 
A Saturday forum on estate planning as 
affected by the 1954 Internal Revenue Code 
will be presented on March 19 by the Fed 
eral Tax Institute of New England. The 
forum, which will be held at John Hancock 
Hall, Boston, will consist of morning, 
luncheon and afternoon sessions. The regis- 
tration fee of $8 includes luncheon. To 
register, write to the institute at Room 723, 
6 Beacon Street, Boston, Massachusetts 


Institute on Federal Taxation of New 
York University.—The Second Annual Con- 
ference on Business and Tax Policy has 
been announced by New York University 
and the University of Miami for April 17-22 
at the Whitehall, Palm Beach, Florida. 
Under the auspices of the New York Uni- 
versity Institute on Federal Taxation, this 
conference—although nontechnical—is sim- 
ilar to the November meetings at New 
York City, but it is directed to business 
executives The enrollment fee of $300 is 
payable by check to New York University, 
and should be forwarded to Mr. Henry 
Sellin, Executive Director, Institute on 
Federal Taxation, 1 Washington Square 
North, New York 3, New York 


Florida Bar Pre-Convention Legal In- 
stitutes.—These institutes will be held in 
conjunction with the Third Annual Miami 
Insurance Law Conference March 28-March 
30 at the Roney Plaza Hotel, Miami Beach 
The School of Law Tax Institute of the 
University of Miami is scheduled for March 
30 in the Ocean Lounge of the hotel. Pro 
fessor Wirt Peters of the tax faculty will 
preside at sessions beginning at 10 a. m 


Practising Law Institute.—A Practising 
Law Institute forum on the 1954 Revenue 
Act's effect on partnerships and closed 
corporations will be held at the Hotel Com- 
modore, New York City, on March 18 and 


236 March, 


19. Tax problems of partnerships will be 


studied on Friday and of closed corpora 
tions and wumnincorporated enterprises on 
Saturday, both morning and afternoon. The 
tuition fee for both sessions is $25, or $12.50 
for either day Details may be obtained 
from the institute, 20 Vesey Street, New 
York 7, New York. 


Tax Executives Institute, Inc.—Officers 
of the Tax Executives Institute, Inc., have 
announced that it will conduct its fifth 
annual midyear conference at The Shore- 
ham, Washington, D. C., March 20-22. Alvin 
F. Lundberg is chairman of the conference 
committee 


Sum-of-Digits Favored 


The sum-of-the-years-digits method of ac- 
celerated depreciation is the favored method, 
according to a recent survey by the National 
Industrial Conference Board. Seventy-five 
out of 167 manufacturing companies re 
cently surveyed by the National Industrial 
Conference Board are changing their de 
preciation policies to take advantage of the 
accelerated depreciation methods now per 
mitted under the 1954 Code. Thirty-five 
per cent of the cooperating firms have def 
nitely decided against a change from their 
present policy, although many point out 
that they can always exercise the option 
later if changing conditions warrant. The 
remaining companies have deferred decision 
pending completion of studies that are u 
der way 


Two thirds of the 75 companies which 
have changed their depreciation policy re 
port that the change will have no influence 
on their capital spending. Factors such as 
demand for products, advantages of techno 
logical improvements and the availability of 
cash are expected to remain the dominant 
considerations 
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Companies which have changed from a 


straight-line basis to an accelerated basis 
report that the new system not only pro- 
vides for a more rapid recovery of capital 
funds, but 


also reduces current taxes and 


results in a more realistic valuation of as- 


sets. Practically all of the companies mak- 
ing changes in their depreciation policy 
had been computing allowances by the 


straight-line method, which is the prevail- 
ing practice in industry. The companies 
favor the sum-of-the-years-digits method by 
a two-to-one margin over alternative methods 
The popularity of this method is attributed 
largely to the fact that it permits a com- 
pany to write off approximately three fourths 
of the total cost of new property during the 
first half of its useful life 


Those companies which have decided 
a change have done so because of 
the following factors: The value of new 
equipment is small; the nature of the equip 
ment does not lend itself to accelerated de- 
preciation; apprehension over the Internal 
Revenue Service's interpretation of the new 


against 


law: the desire for a stable rate of write- 


offs; a preference not to gamble on tax 
rates: and satisfaction with the straight 
line method 


Twenty-five per cent of the companies 
which are planning to change their depre 
ciation methods change in 
their practice of differentiating between de- 
preciation accounting for tax and for book 
purposes 
vhich favor a 
internal 


foresee some 


On the one hand, some companies 
“conservative” practice for 
will maintain their ac 
counts on a straight-line basis for internal 
purposes and take the accelerated deprecia- 
On the other 
hand, some companies which have previ 
ously been writing off assets at a faster rate 


purposes 


tion solely for tax purposes 


for internal purposes than for tax purposes 


eventual 


foresee reconciliation in the 


two 
accounts 


State Tax News 


California.—U ndet 


bills 


proposed assembly 


The taxable-dividend rule would not be 
applied to stock the value of which is more 
than 35 per cent of an estate distributed to 
pay federal taxes (estate, inheritance, legacy 
and succession) 


Property which had its source in com 
munity property and which was held jointly 


husband and wife 


Tax-Wise 


by a would, upon the 


death of either spouse, be treated as com 
munity property for inheritance tax purposes 


An $800 deduction for dependents is sought 
for personal income taxpayers 


Illinois.—Coal sold by a company to a 
railroad is subject to the Illinois retailers’ 
occupation tax 
that 


facts 
for out-of-state 
delivery and that the coal company was a 


notwithstanding the 
the coal was destined 


wholly owned subsidiary of the railroad. 
The tax in question is one imposed upon 
persons engaged in the business of selling 
at retail and is not a tax upon sales, al 
though it is measured by the gross receipts 
from such sales.—Superior Coal Company v 
Illinois Department of Revenue, 


Court, December 20, 1954 


Supreme 


Under a pending enactment a new tax 
of five cents per gallon would be imposed 
on all aviation fuel used, for the privilege 


of operating aircraft in or over Illinois. 


Michigan.—Equipment such as storage 
tanks, pumps, compressors, valves, fittings 
and cylinders used in the sale of vapor gas 
to Michigan customers is not 
industrial processing. It 
exempt from use tax 


used in 
is not, therefore, 
The gas is completely 
manufactured when it is placed in the tanks, 
and at no time in the entire process does its 
character change in any way.—Bay Bottled 
Gas Company, Inc. v. Department of Revente, 
Michigan State Board of Appeals, 
November 10, 1954 


Tax 
New York.—lIn a call for funds to help 
finance a record-breaking budget of more 
than $1.3 billion, Governor Harriman’s budget 
message to the New York Legislature asks 
for an more than $149 million 
in taxes in the fiscal year beginning April 1 
\mong the increases which he suggests are 
the following: collection of the full personal 
income tax without the 10 per cent reduc 

tion; collection of the full unincorporated 
business tax without the 25 per cent reduc 


increase of 


tion; increase of the corporation business 
tax from 5% per cent to 6 per cent; and 
fuel tax from four 
cents, and the diesel 
cents a gallon to nine 
His proposed increases would yield 
to the state an estimated $120 million; the 
other $49 million is expected to come from 
a “more vigorous enforcement” of tax col 
lections and from larger collections brought 
about by generally good business conditions 


increase of the motor 
cents a gallon to six 


fuel tax 


trom s1x 


cents 


Ohio.—Where a shareholder receives ad- 


ditional shares of stock through a split by 
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a corporation, the shareholder, if a resident 
of Ohio, is required to return as taxable, 
as of the following January 1, the total 
number of shares of the corporation then 
owned by him. The value of such shares 
is to be measured by the aggregate amount 
of income yield paid during the preceding 
year with respect to the original shares.— 
Letter from Ohio Department of Taxation, 
dated January 19, 1955. 


Pennsylvania.—Among the tax-rate ex- 
tension measures which have passed the 
House are H. B. 31, which would continue 
the corporation excise tax on net income 
at 5 per cent through 1957, and H. B. 32, 
similarly extending the “property” levy on 
corporations carrying on activities or own- 
ing property in the state. 

However, the Corporation Income Tax 
Law of August 24, 1951, taxing income 
earned in Pennsylvania by unqualified cor- 
porations, has been held to violate the 
interstate commerce clause as applied to a 
manufacturer having no tangible or in- 
tangible property in the state other than 
salesmen’s automobiles, maintaining no office 
or place of business anywhere in the state, 
and neither making contracts nor accepting 
orders in Pennsylvania. Solicitation of busi- 
ness in the state by 
corporation 


employees of the 
engaged in selling photographic 


equipment and supplies—is not a local ac- 
tivity which would make it subject to taxa- 
tion under the act—Commonwealth of Penn- 
sylvania v. Eastman Kodak Company, Court 
of Common Pleas, Dauphin County, Jan- 
uary 31, 1955. 


Texas.—U nder a proposed amendment to 
the Texas Constitution, the legislature or 
any municipality or other subdivision of the 
state would be prohibited from levying per- 
sonal and corporation income taxes or a 
payroll tax upon the 
employee. 


earnings of any 


Washington.—An unusually broad taxing 
measure which would dip its six-fingered 
hand into just about everybody’s pocket 
has just been introduced in the Washington 
Legislature. It would (1) extend the 3 per 
cent sales tax to all services other than 
medical and dental (utilities would be in- 
cluded), (2) add a tax of one cent per 
bottle on all soft drinks, (3) raise the 
cigarette tax by one cent and add a 20 
per cent excise on other tobacco products, 
(4) extend the business and occupation tax 
to wholesalers who distribute goods from 
warehouses to subsidiaries, (5) subject fed- 
eral project 
and (6) 


contractors to the 
extend the sales tax to manufac- 
turers who consume property purchased in 
producing new 


sales tax 


articles for sale 


City Tax Calendar... 


April 1—New York: New York City prop- 
erty tax due; New York City real estate 
tax second installment due, 

April 15 


ilege tax 


Arizona: Phoenix business priv 


reports and payment due. 
Colorado: Denver sales tax reports and pay- 
ment due. Kentucky: Louisville corporate 
income tax and payment due; 
Louisville personal income tax reports and 
payment due. New Mexico: Albuquerque 
occupation tax installment due. Pennsyl- 
vania; Pittsburgh income tax payment 
due; Scranton employer withholding tax 
reports and payment due; Scranton em- 
ployer withholding tax reports and pay- 
ment for school district income tax due; 
Scranton income tax reports and first in- 
stallment of tax due; Scranton School 
District second installment of balance of 
previous year’s estimated income tax due. 


reports 


April 20—Louisiana: New Orleans sales and 
use tax reports and payment due 


April 25—New York: New York City con- 


duit company tax reports and payment 
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due; New York City public utility excise 
tax reports and payment due. 


April 30—Kentucky: Louisville personal in- 
come tax withholding payment due. Mis- 
souri: St. Louis employer withholding 
reports and payment due. Ohio: Dayton 
corporate income tax reports, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due; Dayton 
employer withholding tax reports and 
payment, if more than $25, due; Dayton 
personal income tax returns, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due; Columbus 
employer withholding tax reports and 
payment due; Toledo employer informa- 
tion reports and payment of tax due; 
Youngstown employer withholding tax 
reports and payment due. Pennsylvamia: 
Philadelphia income tax reports and pay- 
ment on wages and salaries not withheld 
at source due; Philadelphia withholding 
tax reports and payment due. Utah: 
Provo merchant and retailer tax reports 
and payment due. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: April 1—Franchise tax due. 
April 30—Franchise tax due (last day). 


ARIZONA: April 15—Corporate income and 
information reports and payment of first 
installment of tax from calendar-year cor- 
porations due.—Personal income and in- 
formation reports and payment of first 
installment of tax due. April 30—With- 


holding reports and payments due. 


ARKANSAS: April 1—Franchise tax re- 
ports due. April 10—Property tax reports 
due. April 18—Property tax installment 
due. 


CALIFORNIA: April 10—Real property 
tax semiannual installment due (last day). 
April 15—Personal income reports and 
payment of installment of tax due. 


COLORADO: April 15—Corporate income 
reports and payment of first installment 
of tax from calendar-year corporations 
due.—Personal income reports and pay- 
ment of first installment of tax due. April 
30—Employers’ income tax 


first 


withholding 
returns and payment due.—Property and 
mine tax due (last day to pay in one in- 
stallment without penalty). 


CONNECTICUT: April 1—Income (fran- 


chise) tax reports and payment due. 


DELAWARE: April 30—Personal income 
reports and payment of first installment 
of tax due.—Personal income withholding 
reports and payment due. 


DISTRICT OF COLUMBIA: April 15— 
Income (franchise) reports and payment 
of first installment of tax due.—Personal 
income reports and payment of first in- 
stallment of tax due.—Unincorporated 

business reports and payment of first in- 

stallment of tax due. 


FLORIDA: April 1—Property reports due. 


—Property tax becomes delinquent. 


State Tax Calendar 


GEORGIA: April 1- Property reports due 
(last day except in counties of 200,000 or 
more). April 15—Income tax reports and 
payment on 


ILLINOIS: 


from 


estates and due. 


April 30—Property reports 
private car lines due (last day). 
Property reports from railroad companies 
due (last day). 


IOWA: April 1—Property reports from 
pipeline companies due.—Property reports 
from railroads due.—Property tax first 
installment delinquent. 


KANSAS: April 15- Corporate income re- 
ports and payment of first installment of 
tax due.—Personal reports and 
payment of first installment of tax due. 
April 20—Property reports from motor 
carriers due. 


KENTUCKY: April 15—Corporate income 
reports and payment of first installment 
of tax due reports 
porations due.—Estimated personal in- 
come reports and payment of first installment 
of tax due.—Personal income tax reports 
and payment, or first installment thereof, 
due (calendar year). April 30—Income 
tax withholding reports and payment due. 


LOUISIANA: April 1—Property tax re- 


ports due. 


MARYLAND: April 15——Corporate income 
reports and payment of first installment 
of tax due.—Foreign corporation reports 
and filing fees due.—Franchise tax reports 
and payment from domestic corporations 
due.—Personal income reports and pay- 
ment of first installment of tax due. 
Property reports from corporations due. 
April 30—Return and payment of with- 
held tax due 


MASSACHUSETTS: April 10—Corporate 
excise (income) tax reports and payment 
due.—Corporate franchise (income) re- 
ports from utilities due. April 15—Per- 
sonal income tax reports and payment due. 


MINNESOTA: April 1—Foreign corpora- 


tion tax reports payment (last 
day). 


trusts 


income 


License trom cor- 


and due 
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MISSISSIPPI: 


due,—Property 


April 1—Property reports 
reports 
April 4—Property 


from railroads and utilities due 


from car com- 


panies due 


reports 
April 15 

Corporate income reports and payment 
of first 
income 


installment of tax due.—Personal 
reports and 


stallment of tax due 


MONTANA: April 1 


from 


payment of first in 
Property 
April 15- 


payment ol! 


reports 
railroads due 


income 


Per sonal 
reports and first in 


stallment of tax due. 


NEBRASKA: April 1 


irom 


Property 


April 20 


reports 
due Personal 


property reports due 


NEW HAMPSHIRE: April 1—Corpora- 


tion reports due due 
April 15—Property reports due (last day). 


NEW JERSEY: April 1 


reports o! 


railroads 


Franchise tax 


Franchise tax 
revenue from 
April 15- 
ports and payment due 
NEW MEXICO: April 1—Corporate in 


come information reports due 


railroad com 


panies duc Franchise tax re 


Personal 
April 15 

Corporate income reports and payment 
of first installment of tax due 
income reports 


income information reports due 


-Personal 
and payment of 


stallment of tax due 
NEW YORK: April 15—Personal income 
reports and payment of first installment 


of tax due.—Unincorporated business tax 
reports and payment due 


NORTH CAROLINA: April 15 


ary income reports due 


NORTH DAKOTA: April 1 


poration reports due (last day) 
Corporate 


first in 


Foreign cor 
April 15 
and information r« 
ports and payment of first installment of 
tax due Personal 


income 


income and intorma 


tion nirst 


reports and payment of install- 


ment of tax due 


OKLAHOMA: April l Property tax sec 


ond installment delinquent 


OREGON: April 15 


ports and 


Excise (income) re 
payment of first installment 
Personal income reports and 
payment of first installment of tax 
April 30—Withholding tax 


payment due 


of tax duc 


due 


reports and 


PENNSYLVANIA: April 15—Corporate 
net income reports and payment of first 
installment of tax due.—Corporation in 
come reports and payment of first install 
ment of tax due. April 30—1955 corporate 
net income tax tentative reports and part 
payment due.—1955 corporation 

tax tentative 

due. 


RHODE ISLAND: April 15- 


tax reports due. 


SOUTH CAROLINA: April 1 


corporation license tax due 


SOUTH DAKOTA: April 30 


tax first installment (last 


income 


reports and part payment 


Property 
Domestic 


Property 


due day) 


TENNESSEE: April 1—Property reports 
from public utilities due. April 20—Prop- 
erty tax reports due.—Property 
from manufacturers due 


TEXAS: April 30- 


due (last day). 


UTAH: April 15 
and payment of 
due.—Individual 
payment due 


VERMONT: April 20 
ports due (last day). 
ers’ return of 


reports 


Property tax reports 


Excise (income) reports 
first installment of tax 


income tax reports and 


Property tax re- 
April 30. 
withheld 


Employ 
due 


VIRGINIA: April 15—Corporate income 


reports due 


WASHINGTON: April 30 


semiannual 


income 


Prope rty tax 
due 


WEST VIRGINIA: April 1—Property 
reports from public service corporations 
due. April 30—Foreign corporation re- 


ports due. 


WISCONSIN: April 1—Domestic corpora 
tion reports due (last day).—Foreign 
corporation reports due (last day). April 
15—Property tele 
graph, com 
panies due 


WYOMING: April 1—Property 
from pipeline companies due.—Property 
reports from public utilities due—Prop 
erty reports from telegraph and telephon: 
companies due 


installment 


reports of railroad, 


sleeping car and express 


reports 


“If, to please the people, we offer what we ourselves disapprove, how can we 
afterwards defend our work? Let us raise a standard 

to which the wise and honest can repair. The event is in the hand of God.’’'— 
Attributed to George Washington during the Constitutional Convention. 
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April 15—— 


Last day for filing income tax returns by 


individuals for calendar year 1954. 
date for 


Due 
filing partnership returns for 
year ended December 31, 1954. (Code 
6072.) Forms (1) 1040A and 
1040, and (2) 1065 


Section 


Due date for declaration and payment of 
one quarter of 1955 estimated tax by in 
dividuals (except farmers) if filing re- 
quirements were met by April 1. (Code 


Section 6073.) Form 1040-ES 


Last day for fiduciary of an estate or 
trust to file income tax return for cal- 
1954. Due date for payment 


such year 


endar yeat 
of tax for However, in the 


case of the estate of a 


decedent the 
may pay tax in four equal 
The first installment is 
due on this date, (Code Sections 6012 


and 6072.) Form 1041. 

Due date for annual return of informa 
tion required of trusts claiming chari 
table or other deductions under Section 
642(c) other 


fiduciary 
installments. 


than trusts the net income 
of which must be distributed currently 
each year to the beneficiary. (Code 
Section 6034(a).) LO41-A. 

Due date, by general extension, of returns 
for the fiscal ended October 31, 
1954, in the case of (1) foreign partner 
ships, (2) 


Form 
yea 
foreign corporations which 
maintain offices or places of business in 
the United States, (3) domestic corpora 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
United States 
American citizens residing o1 


the possessions oft the 
and (5) 
abroad, 
the military or 
outside the 
118, 

Form 


traveling including persons in 
duty 


(Regulations 


naval service on 
United States 
Section 39.53-3.) 
1065; (2)-(4) 
1040 


intormation 


Forms (1) 
Form 1120; (5) 
Form 


Monthly stock 


holders and of officers and directors of 


returns of 


foreign personal holding companies duc 
for March. (Code 6035.) 


( 
ID 


section Form 


Due date for delivery ‘ local collector 
of mternal re 


of the 
] 


venue, by amp depositaries 


United States requisitions for 


all stamps purchas uring the pre- 


with 


hand at 


ceding month, statement showing 


and end 
of such month and stamps sold during 
that month 


ceeds of 


stamps on beginning 
Payment also due tor pro 
sold during 


(Regulations 71, Sec 


sales of stamps 


preceding month 
tion 3.142.) 


May 2 (April 30 is a Saturday) 


Due date of return for the quarter ending 
March 31, 1955, of 
safe deposit boxes; transportation of oil 


excise taxes on 
by pipeline; telephone, telegraph, radio 
and cable messages and services; 
portation ot 


trans 


persons; admissions, dues 


and initiation fees; gasoline, lubricating 


oils and matches; 


turers, 


sales by manutac 


including sales of pistols and 


revolvers; certain oils; 
retailer; manufacture otf 
sugar; transportation of property; and 


fuel. However, if, 


processing ol 
sales by the 
diesel only if, 
the return is accompanied by depositary 
receipts (Form 537, Depositary Receipt 
for Federal 
timely deposits, in full payment ot the 


and 


Excise ‘Taxes), showing 
taxes due for the entire quarter, the re 
turn may be filed on or before the tenth 
day of May. Form 720. (T. D. 6025 
(7-3-53), Sections 477.2 and 477.3.) 

employers’ 
ment (by 
of the 


quarterly returns and pay 
cash) 


first 


depositary receipts or 
taxes lor the 
quarter of 1955: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402 With re 
spect to such taxes tor March, the 
include with his 
return (Form 941) direct remittance to 
the district 
return a 


following 


employer may either 


director or attach to such 
depositary receipt for the 
amount validated by a federal 
bank. Where the return on 


is accompanied by 


reserve 
Form 941 
depositary receipts 
(Form 450) showing timely deposits in 
full payment of the 


entire first 


taxes due for the 
quarter, the return may be 
before May 10 (Regula 
Sections 405.601, 405.606.) 


filed on or 
tions 120, 


Due date for return of interest paid and 

tax withheld at 
bonds 
and Vverniment 


Form 1012 


source on tax-tree 
and other 


bonds o1 


covenant corporate 


obligations 





PENSION PLAN GUIDE—A specialized Reporter for all 
concerned with drafting, qualifying for federal tax ex- 
emption, operating and administering employee-benefit 
plans. Regular releases make clear the what, how and 


why of statutory and practical requirements that shape 


and mold private programs. In addition to profit-sharing 
and pension planning, coverage includes: Group Insur- 
ance Plans, Executive Compensation Plans,. Fringe 
Benefits, Investment of Employee Trust Funds, Pay- 
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STANDARD FEDERAL TAX REPORTS — Vew law, old 

law—for the man who must have everything concerning 
federal taxes affecting business and individual tax- 
payers. Week in, week out, the Standard’s informative 
issues rush to subscribers complete details on every twist 
and turn of pertinent federal tax law, as it breaks. Fea 
tured are authoritative full texts of laws, regulations, 
rulings, court decisions, forms, and related facts and 
information—all explained and tied into the over-all 
picture with helpful, understandable editorial comments. 
Current subscription plan includes 7 “bring-you-up-to- 
date” Compilation Volumes and companion Internal 


Revenue Code Volume. 


FEDERAL TAX GUIDE REPORTS —Fdited and produced 
particularly for Tax Men who must stay abreast of un 
folding developments concerning the federal income 
taxes of the average taxpayer, the ordinary corporation 
or individual. Swift weekly issues provide quick access 
to essential facts and information—changes in statutes, 
amendments, regulations, decisions, official rulings, and 
the like. Subscription includes two loose leaf Compila- 
tion Volumes replete with pertinent law texts, Commit- 
tee Reports, rulings, decisions, ¢ xplanations examples, 
charts, tables, check lists. 


PAYROLL TAX GUIDE—For dependable, continuing 
help in handling the payroll problems involved under 
federal income tax withholding, federal social sec urily 
taxes on employers and employees, federal wage and 
hour regulatory provisions, state and local income tax 
withholding, and unemployment insurance contribu- 
tions. Spans the whole workaday world of pertinent 
statutes, rulings, regulations, decisions, returns, forms, 
reports and instructions. No law texts, no regulations 
instead plain-spoken explanations of “payroll law” 
make everything instantly clear. Encyclopedic Compila- 
tion Volume included. 


ment of Benefits, Guaranteed Annual Wages. All ar- 
ranged in one loose leaf Volume. 


SINCLAIR-MURRAY CAPITAL CHANGES REPORTS 
(Produced and published by Sinclair, Murray & Co., 
Inc. —a wholly-owned subsidiary of Commerce Clearing 
House, Inc.) When capital changes affect income from 
an investment portfolio, how can the Tax Man get the 
facts and information needed for correctly computing 
gain and loss for federal income tax purposes? In three 
loose leaf Volumes the complete capital changes histories 
of over 12,000 corporations are set forth. Fast, regular 
loose leaf Reports cover federal tax aspects of: stock 
rights, stock dividends, reorganization security ex- 
changes, liquidating distributions, dividends on pre- 
ferred stock redemptions, non-taxable and capital gains 
cash dividends, interest on bonds “traded flat,” amortiz- 
able premium or convertible bonds, and the like. 
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STATE TAX REPORTS—Tax Men everywhere welcome 
the special assistance of CCH’s State Tax Reports. Forty- 
eight states and the District of Columbia are each in- 
dividually covered in separate reporting units. Swift, 
accurate, convenient, the informative regular “Reports” 
for each unit keep pertinent state tax facts and informa- 
tion constantly up-to-the-minute. Coverage includes new 
laws, amendments, regulations, rulings, court and ad- 
ministrative decisions, return and report forms—in 
short, everything important and helpful in the sound 
and effective handling of corporate or individual state 
taxes and taxation. One or more loose leaf Reporter 
Volumes for each unit included under subscription at 
no added cost. 


“There's a CCH Topical Law Reporter To Fill 
Every Tax Law Need, Every Business Law Need” 
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Write For Further Details 
COMMERCE, CLEARING, HOUSE, INC, 


PUSLisHEns of TOPICAL LAW REPORTS 


NEW YORK 36 =§=« CHICAGO I WASHINGTON 4 
522 Fifth Ave. 214 N. Michigan Ave. 1329 £ Street, N.W. 





